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Editor’s Notes Philosophy and 
Change
It is with pleasure and trepidation 
that I become your new editor. I can 
remember the surprise I experienced 
upon being asked to assume such an 
awesome assignment. Also, I had 
moments of regret and fear. Regret 
that I had committed myself to a task 
so time-consuming that I might have 
no time for myself. Fear of the un­
known because the field of publishing 
is outside my expertise. I can remem­
ber the morning I awoke realizing that 
I did not know how to assemble and 
edit articles for a professional journal. 
Upon inquiry, I determined that The 
University of Toledo, where I teach ac­
counting, offered an eight week semi­
nar on graphic arts. I promptly signed 
up for the course although the spring 
quarter was my heaviest teaching 
schedule of the year. I had three large 
classes to teach plus the overlap of go­
ing off the national board of AWSCPA 
and assuming this editorship. By June, 
upon completing the course, I had an 
elementary knowledge of the publish­
ing field.
I wish to gratefully acknowledge the 
help of Bobbi Weber, production coor­
dinator, and Thomas H. Durnford, 
director of publications and graphics, 
at The University of Toledo. Bobbi 
introduced me to the course and Tom 
taught it and has offered me his assis­
tance and advice whenever I need it. 
I am most thankful to both of them. 
They have eliminated my fear.
A public “thank you’’ is due Con­
stance Barcelona, editor of The 
Woman CPA for the past three years. 
She graciously gave several days of 
her valuable time teaching me the pro­
cedure of organizing the articles into 
a thirty-two page journal. Following in 
Connie’s footsteps will be a formidable 
task.
Each new editor, I am sure, brings 
a slightly different philosophy to the 
position. One of my goals is to main­
tain the standards of excellence 
already incorporated into the fine jour­
nal we have. The Woman CPA is a 
nationally known magazine well- 
accepted in the academic and profes­
sional world. The manuscripts are 
reviewed by three members of the 
editorial board and rated according to 
excellent, good, marginal and poor. 
The publication acceptance rate is 
about 40 per cent. Of those accepted, 
an editor will naturally choose the ar­
ticles with the highest rating. Other 
considerations in selecting articles for 
publication are timing and content 
(subject matter). Some articles are 
timely because of their topic, i.e., tax 
articles which with the passage of time 
may become obsolete and articles 
which might become outdated by a 
new FASB pronouncement. Articles of 
different content are selected to pro­
vide interest to accountants in public 
practice, industry, government, educa­
tion, other non-profit areas and to 
students.
My first consideration in selecting 
manuscripts for publication always will 
be quality. The second consideration 
will be timeliness coupled with a vari­
ety of topics to serve the many and 
varied interests of our readers.
I would like to add some new fea­
tures and to expand on some we 
already have. Many of these ideas 
have been submitted by members of 
ASWA and AWSCPA. I do respect and 
value these suggestions and requests.
You may expect to see some of the 
following changes taking place with 
the 1984 issues:
• An annual index, appearing in each 
October issue, of articles and depart­
mental columns by author, title, and 
topic;
• A cover illustrating the feature arti­
cle and tempting the reader to open 
those pages and look within;
• Articles of a shorter nature so that 
more may be published (a historical 
background and a multitude of foot­
notes do not necessarily improve the 
content of an article);
• More book reviews to help our busy 
readers save time and decide what is 
worth reading (write Jewel Shane if 
you wish to do a book review);
• A “practical information” column for 
sharing procedures and ideas from 
firm to firm and it would give our jour­
nal a nice balance between theory and 
practice; and
• Letters to the editor which are 
always welcome and will be published 
when space permits.
The staff of The Woman CPA is ex­
cellent and experienced. You can be 
proud of their effort in publishing a pro­
fessional, non-sexist, nationally- 
recognized journal. Over 13,000 
issues come off the press for each 
publication. As many articles are writ­
ten by non-members of ASWA and 
AWSCPA as are written by members. 
Approximately half the articles pub­
lished are written by men and the other 
half by women. The many reprints re­
quested each year are, in themselves, 
a testimony to the quality of The 
Woman CPA.
Thomas Peters and Robert Water­
man, authors of “In Search of Ex­
cellence,” state that the best run 
companies have a simple goal or mis­
sion. I would like to think our mission 
is “to disseminate information.” A 
broad, single, simple goal is far easier 
to achieve than many goals. Won’t you 
help us achieve our goal by submitting 
your manuscripts, your book reviews, 
your practical advice, and your letters. 
Your involvement is most welcome.




By Zoel W. Daughtrey
To the casual observer landscaping 
is an item normally associated with 
residential property in an aesthetic 
sense. But landscaping is also integral­
ly associated with business and com­
mercial property. While the emphasis 
is on aesthetic qualities with regard to 
residential property, commercial land­
scaping leads to an evaluation of 
budgets and financial considerations. 
And it well should, because commer­
cial landscaping does involve an allo­
cation and expenditure of funds — in 
the initial outlay for the design and ex­
ecution of the landscaping and in its 
maintenance. Yet even with the eco­
nomic significance of landscaping and 
the current emphasis on environmen­
tal quality there is a scarcity of 
references in the accounting literature 
with regard to the treatment of land­
scape costs.
Landscaping can become a major 
cost of construction in many situations. 
In the case of golf and country clubs 
in non-forested terrain the cost of land­
scaping is very significant. Many 
municipalities have established a 
minimum landscaping requirement for 
mobile home parks. (For example, Los 
Angeles County requires a minimum of 
one tree per space and also requires 
that 5 per cent of the gross area be 
used for landscaping purposes.)1 
Apartment and condominium develop­
ments and industrial construction in 
“greenbelt” locations also require 
significant capital outlays for landscap­
ing. Thus the subject of landscape 




The very few references to land­
scaping in the accounting literature in­
clude such typical comments as “... if 
the improvement made by the owner 
is rather permanent in nature, such as 
landscaping, then the item is properly 
chargeable to the Land account”2 and 
“Generally, landscaping is considered 
part of the land, and therefore non­
depreciable.”3 Landscaping apparent­
ly has not been considered as a 
depreciable asset in the area of finan­
cial accounting. Due to the lack of 
authoritative documents in the finan­
cial accounting literature regarding the 
proper treatment of landscaping, the 
only remaining authoritative literature 
which can be considered is that re­
garding the tax treatment of 
landscaping.
Discussion of the Accelerated Cost 
Recovery System is omitted, since this 
article is exclusively concerned with 
the treatment of landscaping deprecia­
tion in a financial accounting context. 
The article does not propose a revision 
of the Accelerated Cost Recovery 
System as the income tax system 
focuses on the equitable collection of 
revenue and not on the proper finan­
cial accounting treatment of depreci­
able assets and the allocation of 
depreciation expense to the relevant 
accounting periods.
Early decisions of the Tax Court held 
that landscaping materials were non­
depreciable because they were more 
closely associated with the land than 
with depreciable buildings (Algernon 
Blair4 and Herbert Shainberg5). In a 
later case (Alabama - Georgia Syrup 
Company6) the Tax Court changed its 
position and held that shrubbery 
planted around a recreation lodge was 
depreciable over a ten-year period. 
The petitioner had charged the amount 
expended for shrubbery to mainte­
nance expense and the Internal Reve­
nue Service in response requested 
that the expenditure be capitalized 
over a ten-year period. No explanation 
was offered for the selection of a ten- 
year life but it represented a crack in 
the door for future taxpayers to capi­
talize and depreciate landscaping. Still 
later in Trailmont Park7 the Tax Court 
ruled that the costs of clearing, grad­
ing, terracing and landscaping were an 
integral part of the construction of a 
mobile home park and were depreci­
able over the fifteen-year life of the 
trailer pads and patios. The court re­
jected the contention of the Internal 
Revenue Service that a portion of 
these costs was not depreciable. It is 
noteworthy that in this case the court 
adhered to the view that the life of the 
landscaping was integrally related to 
the life of other assets with a relatively 
easily determinable life.
This concept was expanded upon in 
Revenue Puling 74-2658 in which the 
Internal Revenue Service ruled that 
landscaping consisting of shrubbery 
and ornamental trees immediately 
adjacent to the buildings in a newly 
constructed apartment complex is 
property depreciable over the life of the 
buildings if the replacement of the 
buildings at the expiration of their 
useful lives will destroy the landscap­
ing. However, other landscaping on 
the grounds, considered general land 
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improvement, is not depreciable prop­
erty but rather is considered inextric­
ably associated with the land. As such, 
this part of the landscaping cost is 
added to the basis in the land and is 
not depreciable. This type of reason­
ing totally ignores both the indepen­
dent value and the independent life 
span of landscaping.
This is a brief synopsis of the current 
status of the depreciation of landscap­
ing. The subject has not been treated 
independently in the financial account­
ing literature and the tax authorities 
have only treated landscaping as a 
depreciable asset when it is integrally 
related to a more conventional depreci­
able asset (i.e. a building). Thus a ra­
tional and logical unified approach to 
the subject of landscaping deprecia­
tion is needed. This paper will lay the 
groundwork for such an approach.
In developing a rationale for land­
scape depreciation, a valid related 
subject to be considered is the treat­
ment of other land improvements for 
depreciation purposes. A considera­
tion of other land improvements should 
shed light on the theoretically correct 
treatment of landscaping depreciation. 
The tax literature must again be con­
sulted due to the lack of financial ac­
counting literature dealing with the 
treatment of this subject.
Golf greens and trees would seem 
to be closely related to landscaping 
and thus their treatment by the Inter­
nal Revenue Service should be con­
sidered. In establishing a golf green 
excellent turf able to withstand heavy 
traffic is required. It is an expensive 
process to provide the tile drainage, 
gravel and sand base, topsoil, irriga­
tion system and low-growing, dense 
turf necessary for a green. The Inter­
nal Revenue Service has issued a 
ruling9 that expenditures incurred in 
the original construction of greens on 
a golf course must be added to the 
original cost of the land and are not 
subject to an allowance for deprecia­
tion. Subsequent operating expenses 
for sod, seed, soil and other mainte­
nance constitute ordinary and neces­
sary business expenses which are 
deductible currently. The ruling was 
tested in the Tax Court a few years 
later in The Edinboro Company.10 This 
company purchased a golf course and 
allocated part of the purchase price to 
the greens. Then it attempted to depre­
ciate the greens. The golf course, as 
well as its improvements, such as tees, 
In a related situation a District Court 
in California ruled that permanent 
pastures had a determinable life and 
thus were depreciable.11 The taxpayer 
had purchased a ranch and allocated 
part of the purchase price to the per­
manent pasture. He was able to satisfy 
the court as to the replacement cost for 
the reestablishment of the pasture and 
also as to its expected life. Thus the 
taxpayer could reasonably allocate a 
portion of the purchase price to the 
pasture, and, coupled with the esti­
mated remaining life, he had a strong 
argument for the allowance of depreci­
ation. The facts which turned the deci­
sion to the taxpayer’s side were the 
considerations that the permanent 
pasture was not natural growth, it was 
required to be reseeded periodically to 
maintain its usefulness, and the eco­
nomic life was determinable. It would 
appear that a similar argument could 
be advanced for landscaping based on 
the estimated life span of various 
species.
Orchards have proved to be another 
fertile field for taxpayers to advance 
the validity of a depreciation allow­
ance. Revenue Procedure 62-21 
establishes guidelines for depreciation 
of trees and vines by stating that such 
trees and vines producing nuts, fruits 
and citrus crops will be subject to 
depreciation when depreciable lives 
have been established based on geo­
graphic, climatic, genetic, economic 
and other factors.
greens and fairways, was ruled non­
depreciable because of its unlimited 
life. The taxpayer introduced no evi­
dence as to the duration of the useful 
life of greens and tees and the court 
further ruled that the taxpayer was 
insulated from depreciation since he 
had leased the golf course to a coun­
try club (with a maintenance clause).
Critical issues involve 
establishing an expected 
useful life and determining a 
definite cost.
Thus depreciation has been allowed 
for pastures and orchard trees, but 
disallowed for golf greens. Critical 
issues would appear to be the estab­
lishment of an expected useful life and 




The treatment of casualty losses of 
landscape materials provides some 
degree of guidance in the development 
of valuation methods for depreciation 
purposes. The only authoritative pro­
nouncements concerning the calcula­
tions of landscape casualty losses are 
those issued by the Tax Court and the 
Internal Revenue Service. The Tax 
Court in numerous decisions 13,14,15, 
has stated that the amount of the 
deduction for casualty to ornamental 
trees is measured by the difference 
between the fair market value of the 
estate immediately before and im­
mediately after the casualty, but the 
amount of the deduction may not ex­
ceed the taxpayer’s adjusted basis in 
the estate. Where the taxpayers does 
not establish basis for measuring the 
alleged loss, no deduction will be 
allowed.
The Internal Revenue Service has 
ruled that values of individual shade or 
ornamental trees computed by the use 
of a “shade tree evaluation” formula 
may not be used to determine the 
amount of a casualty loss to non­
business residential property.16 The 
use of such a formula produces a 
hypothetical value of individual trees 
that is not related to the fair market 
values of the property as a whole, ac­
cording to the Internal Revenue Ser­
vice. However, it would appear reason­
able to use such a formula to assist in 
the allocation of basis between the 
land and the landscaping, especially in 
a business context.
In trying to arrive at a valuation 
method for landscaping the logical 
starting point is cost. In those situa­
tions where the business is starting 
with a bare landscape, cost becomes 
the readily identifiable criterion to ar­
rive at basis — in a manner similar to 
other purchased separable assets.
However, when land with existing 
landscape materials is purchased 
there is an immediate problem in 
determining the basis of the landscap­
ing. It can be proposed that this type
4/The Woman CPA, October, 1983
TABLE I
Cost Allocation Formulas
Relative Replacement = Replacement Cost of Landscaping Purchase
Cost of Landscaping Total Fair Market Value of Land Price
Total Fair Market Value of Land less
Allocated Cost = Replacement Cost of Landscaping Purchase 
of Land Total Fair Market Value of Land Price
of purchase be handled the same as 
any lump-sum purchase. The total cost 
should be allocated among the various 
assets on the basis of their relative fair 
market values. If the fair market value 
of the land per se and the fair market 
value of the landscaping can be deter­
mined, then the allocation of cost is a 
simple mathematical calculation. Two 
methods are proposed for the deter­
mination of fair market value of 
landscaping.
Most specimen shrubs, small ever­
greens, and trees up to twelve inches 
in trunk diameter can be readily trans­
planted and thus have a replacement 
value. Replacement costs have been 
an approach to plant values that has 
been generally acceptable to courts 
and to insurance adjustors.17 Usually 
the appraiser can establish replace­
ment values through actual quotations 
from local nurserymen, landscape con­
tractors, or by reference to nursery 
catalogs. Where no values for specific 
species, cultivars or varieties can be 
established, the appraiser may use 
prices listed for plants of similar kind 
and size.
Fact Situation 2: In this situation the 
land is purchased with existing trees 
and shrubs. The trees and shrubs are 
small, being less than twelve inches in 
diameter. It is recommended that the 
relative replacement cost be used as 
a basis for depreciation. First, the ac­
tual replacement cost is determined by 
appraisal. Then the relevant propor­
tional part of the replacement cost (i.e., 
replacement cost as a percentage of 
the fair market value of the land) is 
multiplied by the purchase price of the 
land to arrive at an allocation of pur­
chase price between the land per se 
and the landscaping. In formula terms, 
the relative replacement cost is ex­
pressed in Table I. Conversely, the 
amount of the purchase price allocated 
to the bare land also is expressed in 
Table I. In this manner the cost of the 
property can be fairly allocated be­
tween the land itself and the land­
To compute the value of trees over 
twelve inches in trunk diameter, the 
basic formula method of the Interna­
tional Society of Arboriculture can be 
used.18 This is a complex formula 
which considers the size, species, con­
dition, and location to arrive at a fair 
market value. It should be restated that 
the Internal Revenue Service does not 
currently accept such an evaluation 
system.
Analysis of the following situations 
will assist in clarifying the proposed 
treatment of landscaping:
Fact Situation 1: The assumption is 
made that the land in question is void 
of landscaping. Thus the landscaping 
must be purchased separately and 
planted. In this case the actual cost of 
landscape materials provides the ap­
propriate basis for landscaping 
depreciation.
In many business situations 
landscaping represents a 
major capital expenditure. 
scaping, thus allowing the basis of 
the landscaping to be established 
for depreciation purposes.
Fact Situation 3: The land is pur­
chased with existing trees and shrubs 
which are relatively large, being 
greater than twelve inches in diameter. 
In this case, the formula method of the 
International Society of Arboriculture is 
recommended as a means of arriving 
at a basis for depreciation. The fair 
market value of the landscaping is 
calculated based on the use of the for­
mula and this figure is divided by the 
total fair market value of the land to ar­
rive at a percentage of total fair market 
value to be allocated to the landscap­
ing. This percentage is then multiplied 
by the purchase price of the land to 
allocate the proper amount of the pur­
chase price to the landscaping.
Fact Situation 4: The land is pur­
chased with existing trees and shrubs, 
but the landscaping is inadequate. 
Thus additional landscaping is added. 
In this case, the basis for depreciation 
of the landscaping that is an integral 
part of the original purchase should be 
determined as per Fact Situations 2 
and 3. An allocation of the purchase 
price between land and landscaping 
will be made based on replacement 
costs of the landscaping, the formula 
method to arrive at relative fair market 
value of the landscaping, or both. The 
landscaping that is added after the 
land purchase will be depreciated us­
ing an actual cost basis.
The above situations are summa­
rized in Table II. Thus there are ex­
isting methods available to arrive at the 
reasonable fair market value of land­
scaping. It is only a matter of applying 
acceptable techniques to arrive at a 
value that reflects economic reality.
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TABLE II










Purchased separately and 
planted after land acquired 
Purchased as integral part 
of land
Purchased as integral part 
of land
Partially purchased as integral 
part of land, partially pur­
chased separately and planted 
after land acquired
Size of Trees and Shrubs
All Sizes
Less than 12 inches in 
diameter
Greater than 12 inches in 
diameter
Use above criteria for 
each identifiable source 
of landscaping
Proposed Basis for 
Landscape Depreciation
Actual Cost of Materials
Relative Replacement Cost 
(See Note 1)
Relative Fair Market Value 
based on ISA* Formula 
(See Note 2)
Use above criteria for each 
source of landscaping 
independently
Note 1. Relative Replacement Cost =
Replacement Cost______
Total Fair Market Value of Land X Purchase Price
 Fair Market Value of Landscaping  Note 2. Relative Fair Market Value of Landscaping = ------x Purchase Price Total Fair Market Value of Land
*ISA = International Society of Arboriculture
Summary
Little attention has been devoted to 
the consideration of plants as depreci­
able assets. However, in many busi­
ness situations landscaping represents 
a major capital expenditure. It can be 
readily shown that plants are assets 
and that they have a determinable life. 
Thus landscaping should be subject to 
the allowance for depreciation. Deter­
mining cost of landscaping can be a 
problem, but by using replacement 
cost or the formula developed by the 
International Society of Arboriculture a 
fair market value can be calculated 
which can be used in the allocation of 
a lump-sum purchase price. Ω
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Relations With State 
Society Members Not 
In Public Practice
By Leonard A. Robinson and Loudell Ellis Robinson
In 1982 the president of the 
Alabama Society of CPAs formed a 
Committee for Members Not in Public 
Practice (the Committee). Primary ob­
jectives of the Committee are:
To assure that the Society continues to 
be responsive to the needs of members 
in industry, education and government; 
to stimulate interest among CPAs not in 
public practice in maintaining their pro­
fessional status and being involved in 
Society programs; to Strengthen profes­
sional ties between CPAs in public prac­
tice and those in other areas; and to 
plan, arrange and conduct an annual 
conference for those members not in 
public practice.
The Alabama Society of CPAs, with 
a total membership of approximately 
2,325, has 495 members (21%) who 
are not in public practice. In order to 
determine ways to provide worthwhile 
services to these dues-paying 
members, the Committee prepared a 
questionnaire to determine (1) the ex­
tent of interest in an annual conference 
focusing on topics in which these 
members are interested, and (2) ways 
in which the Society can strengthen 
ties between CPAs in public practice 
and those in other areas and be more 
responsive to their needs for profes­
sional involvement.
The questionnaire, Appendix A, was 
included with the monthly Society 
newsletter, and thus was mailed to all 
members not in public practice. These 
members were asked to complete the 
questionnaire, even if not interested in 
such a conference, to enable the Com­
mittee to assess interest, including 
lack of interest. Out of a possible 495 
recipients, 117 responded to the initial 
request, and an additional five re­
sponded to a follow-up appeal in the 
next newsletter (25% response rate). 
The findings of the questionnaire are 
summarized here for the benefit of 
other state societies that are interested 
in a similar Committee and con­
ference.
Occupational Category and 
Local Involvement  
Respondents to the questionnaire 
were classified as follows:
Industry or industry-related (such 






Of this total, 87 are members of one 
of the local chapters of the Society.
Interest in Annual Conference
Although only 83 respondents stated 
that their employers would pay their 
expenses to attend, 105 (86%) ex­
pressed interest in attending such a 
professional conference for members 
not in public practice. While this 
response generally indicated a need to 
hold the conference, there was less 
agreement concerning its timing and 
location.
In Alabama, the annual business 
meeting of the Society is held in Bir­
mingham in early May on a Friday 
morning, with Society committee 
meetings in the afternoon. Also, a 
separate three-day professional 
development conference is held in late 
summer at a vacation area in the state. 
Only 12 respondents (10%) indicated 
interest in holding the conference for 
members not in public practice in con­
junction with the annual business 
meeting, and only 19 (16%) in conjunc­
tion with the PD conference for 
members in practice. Of those remain­
ing with no strong preference for 
specific timing, 40% preferred the 
summer, 35% the spring, 18% the fall, 
and 7% the winter.
An overwhelming number of mem­
bers preferred that the conference be 
held during the week instead of the 
week-end (95% of those responding to 
this question). Only 3% favored a one- 
half day conference, 30% a one-day 
meeting, 37% two days, and 19% two- 
to-three days in connection with a 
week-end. Remaining respondents to 
this question preferred a week-end or 
some other miscellaneous period. As 
shown, a conference of at least two 
days’ length was the popular choice.
A vacation area in the state was the 
favored location for the conference 
(42% of those responding to this ques­
tion). However, a close second choice 
was Birmingham (38%), followed by 
Montgomery (10%), a vacation area 
out of state (5%), and other (5%).
As to topical coverage, the following 
preferences were found:




There appeared to be no strong 
preference for one particular type of 
speaker, such as members of the 
Society, educators, professional 
seminar leaders, and national figures. 
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The primary concern was that the 
speaker be well informed on the topic 
and have an effective style of delivery.
Seminar Topics of Interest
The questionnaire listed 14 topics of 
possible interest and asked 
respondents to rank in 1,2,3 order 
their primary interest. They were asked 
also to mark “N/A” by those in which 
they had no interest. The following 
listing indicates interest in descending 
order. No attempt was made to weight 
those indicated as a first or second 
choice, because respondents did not 
answer in a uniform manner to make 
such analysis practicable. There was 
simply a count of the number of per­
sons who indicated any interest at all 
in a particular topic.
Update on FASB standards (74 per­
sons out of 122—61 %—indicated 
interest)
Internal reporting practices (72 per­
sons, 59%)
Current economic topics (62 per­
sons, 51%)
Current individual tax topics (56 per­
sons, 46%)
Time management (55 persons, 
45%)
Update on auditing pronouncements 
(50 persons, 41%)
Executive stress (48 persons, 39%) 
Getting full value for outside audit 
costs (42 persons, 34%)
Update on FASB conceptual 
framework project (41 persons, 
34%)
Health benefit trusts and ad­
ministrative services, health and 
insurance plans (37 persons, 31%) 
Casualty insurance coverage and 
special negotiating opportunities 
and problems (37 persons, 31%)
Estate and gift tax (36 persons, 30%) 
Professional ethics (32 persons, 
26%)
Negotiating interdivisionally (27 per­
sons, 22%)
Problems and opportunities— 
actuarial assumptions (19 per­
sons, 15%)
A sixteenth choice allowed 
respondents to indicate other specific 
topics of interest. More than 50 addi­
tional topics were identified in this 
manner, the most common of which 
were:
Corporate taxes, recent changes, tax 
planning, and dealing with the IRS 
(14 persons)
Systems applications and controls, 
and internal auditing (5 persons)
Changes in SEC reporting re­
quirements (4 persons)
Cash management (3 persons) 
Innovations in debt structure and 
financing (2 persons)
Microcomputers (2 persons)
Getting full value for legal costs (2 
persons)
A number of special-interest topics 
were mentioned such as not-for-profit 
accounting, GAAFR, and problems in 
banking or insurance.
Meeting Members Needs
As mentioned earlier, another pur­
pose of the questionnaire was to iden­
tify ways that the Society could 
strengthen ties with CPA members not 
in public practice. Based on the survey 
findings, it appeared that these 
members generally were satisfied with 
the services provided by the Alabama 
Society. Only 49 out of 122 
respondents (40%) answered the 
question concerning ways the Society 
might help strengthen such ties and be 
more responsive to needs for profes­
sional involvement. Of these 49, 
eleven simply stated that the annual 
conference and Committee were good 
ideas and should be continued.
In the area of professional develop­
ment seminars, it was suggested that 
selected conferences offered on a 
regular basis for continuing education 
credit might be tailored to non-public 
practicing CPAs, such as a controller’s 
conference, governmental conference, 
and seminars addressed to specific in­
dustries. The Society might promote 
one-to-one relationships by holding 
conferences of common interest to 
both those in public practice and those 
in other areas, such as a seminar 
covering dealings with the IRS.
With respect to organizational 
issues, it was suggested that the Com­
mittee have a representative on the 
governing Council of the Society, and 
that the Committee become more ac­
tive in Society activities. Other sugges­
tions for the local level included a 
proposal that one program each year 
focus on “non-practicing” interests, 
that a representative/liaison person 
work with local officers, and that the 
dates of local chapter meetings be 
published monthly in the Society 
newsletter.
Other miscellaneous suggestions in­
cluded the following: hold area 
seminars for these members once a 
quarter; help non-practicing CPAs 
keep informed of significant develop­
ments with which they are not directly 
involved; sponsor continuing educa­
tion courses through universities at 
nights or on weekends at reasonable 
cost.
Although continuing education is not 
mandatory in Alabama for members 
not in public practice, approximately 
one-fourth of the respondents ex­
pressed interest in meeting the state 
requirements. Members want to re­
main up-to-date on developments in 
the field and not allow hard-earned 
skills to become “rusty.”
Plans for the First Annual 
Conference
Based on responses to the survey, 
the Society plans to hold its first annual 
conference in October, 1983, at a local 
beach resort area. Technical sessions 
of one and one-half day duration will 
be held Friday and Saturday morning. 
Topics for Friday are FASB update 
(one-half day) and current economic 
topics (one-half day). Saturday morn­
ing will focus on specialized topics in 
a concurrent format: problems in bank­
ing, governmental accounting issues, 
corporate tax planning, and time man­
agement. The latter topic of general in­
terest was selected for those par­
ticipants not interested in a specialized 
topic.
In succeeding years, the full-day 
sessions might cover topics of general 
interest such as quality-of-life, time 
management, stress management, 
and a repeat of FASB updates. Con­
current sessions might cover special­
ized topics not addressed in the 
previous conference. Topics identified 
through use of the initial questionnaire 
provide a wealth of interesting ses­
sions for several years to come. Of 
course, additional topics and changing 
formats may emerge as the program 
matures. Ω
Loudell Ellis Robinson, CPA, Ph.D., 
is professor of accounting at the 
University of Alabama in Birmingham.
Leonard A. Robinson, DBA, is pro­
fessor of accounting at the University 
of Alabama in Birmingham.
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APPENDIX A
ANNUAL CONFERENCE FOR MEMBERS NOT IN PUBLIC PRACTICE
This questionnaire is designed to help determine the extent of interest in an annual conference for Society members not 
in public practice. Completing the questionnaire does not obligate you to participate. Even if you are not interested in such 
a conference, please answer the applicable questions so that the committee may assess the lack of interest. Please return to:
1. Occupational category:
___ Industry ___ Government ___ Other (specify) 
___ Education ___ Retired
2. Are you a member of one of the chapters of the Society? 
_Yes(which?) ___ No
3. Would your employer probably pay your expenses to attend a professional conference? 
_Yes ___ No
4. Are you interested in attending an annual conference for members not in public practice? 
_Yes ___ No
If your answer is no, skip to number 12.
5. Should the meeting be held:
___ In conjunction with the ASCPA Annual Meeting?___ Yes ___ No (If yes, go to #8)
___ In conjunction with the annual PD conference for members in practice?
___ Yes ___ No (If yes, go to #9)
___ Other (specify)______________________________________________________________________________________
___ If you have no strong preference for specific timing, which season of the year is preferable for you?
___ Fall ___ Spring
___ Winter ___ Summer
6. Which location is preferable?
___ Birmingham ___ Other Vacation area in state
___ Montgomery ___ Other Vacation area out of state
___ Gulf Shores ___ Other (specify) 
7. Would you prefer the meeting
___ During the week (e.g., Mon/Tues or Thur/Fri)
___ On a week-end
8. Should the conference last
___ ½ day ___ 2 days ___ 2-3 days in connection with week-end
___ 1 day ___ one week-end ___ Other (specify) 
9. Would you prefer to cover
___ One topic in depth
___ Several topics in moderate detail
___ Other (specify)______________________________________________________________________________________
10. Suggested topics. Please check all topics in which you have an interest. Rank in 1, 2, 3 order your primary interest. If
not interested in a topic, mark N/A.
___ Current individual tax
___ Estate and gift tax
___ Update on FASB standards
___ Update on FASB conceptual framework
___ Update on auditing pronouncements
___ Professional ethics




___ Current economic topics
___ Problems and opportunities—actuarial assumptions
___ Health benefit trusts and administrative services 
only, health and insurance plans
___ Casualty insurance coverage and special negotiating 
opportunities and problems re: fire losses, etc.
___ Negotiating interdivisionally—methods to use
___ Getting full value for outside audit costs
___ Other (specify) ________________________________
___ Members of ASCPA
___ Educators
___ Professional seminar leaders
___ National figures
___ Other (specify) ________________________________
12. In what ways can the Society help strengthen ties between CPAs in public practice and those in other areas, and be more 
responsive to your needs for professional involvement?




Specific Rules Are Needed Concerning 
Independence in Appearance
By Hans J. Dykxhoorn and Kathleen E. Sinning
In 1978 and 1979, the Securities and 
Exchange Commission (SEC) adopted 
Accounting Series Release (ASR) Nos. 
250 and 264 in response to critics of 
the accounting profession who ex­
pressed doubt that accounting firms 
that provide non-audit services to their 
audit clients can be truly independent 
in their audit work. Neither release pro­
hibited auditors from providing any 
type of non-audit service but did re­
quire disclosure of non-audit services 
in proxy statements (ASR No. 250) and 
presented relevant factors to be used 
in evaluating the scope of services to 
be performed by auditors (ASR No. 
264).
As a result of the accounting profes­
sion’s opposition to these releases, 
ASR Nos. 264 and 250 were rescind­
ed in August 1981 and January 1982, 
respectively. The SEC stated that the 
self-regulatory mechanism of the ac­
counting profession “should be able to 
generate sufficient information about 
non-audit services to enable the Com­
mission, the accounting profession 
and other interested users to monitor 
services performed by accountants.”1 
The SEC feels that its role “should re­
main one of oversight rather than 
regulation.”2 However, cognizant that 
the revocation of ASR Nos. 250 and 
264 might be considered a signal that 
the SEC is less concerned with main­
taining auditors’ independence, SEC 
Commissioner Barbara Thomas re­
marked that the withdrawal of ASR No. 
250 “requires the Commission to 
carefully monitor the effectiveness of 
the AICPA’s rules in this area...we 
must remain prepared to revisit this 
area due to the critical need to main­
tain the independence of auditors.”3
The SEC’s renewed confidence in 
the accounting profession’s ability to 
regulate itself is not unjustified. The 
profession, through the American In­
stitute of Certified Public Accountants 
(AICPA), has had regulations, guide­
lines, and rulings concerning the in­
dependence status of auditors. The 
increased responsibility for insuring 
auditors’ complete independence 
placed on the profession by the SEC, 
however, is a heavier burden than it 
appears. It will entail developing a set 
of specific rules concerning indepen­
dence in appearance. The balance of 
this paper explains why.
Background
Certified Public Accountants (CPAs) 
audit the financial statements of many 
business entities in the United States. 
Since the emergence of the SEC in 
1934 and passage of the Securities Act 
of 1933 and the Securities Exchange 
Act of 1934, all publicly owned corpor­
ations under the jurisdiction of the SEC 
must undergo mandatory annual 
audits.
Even though the auditor is engaged 
by his (or her) client to express an opin­
ion on the client’s financial statements, 
the auditor’s primary responsibility is 
to those who use the financial state­
ments in making investment or lending 
decisions. The users rely on the 
auditor’s opinion that the financial 
statements present fairly the financial 
position of the client, the results of its 
operations, and the changes in its 
financial position for the year ended. 
Thus the audit function lends credibility 
to financial statements. For this credi­
bility to exist, however, the auditor 
must be independent from his audit 
clients.
The American Institute of Certified 
Public Accountants has established 
“independence in mental attitude” as 
one of the generally accepted auditing 
standards. In addition, the Ethics Com­
mittee of the AICPA has promulgated 
various independence requirements in 
the Code of Ethics which is adopted by 
all State Boards of Accountancy in the 
United States.
The SEC also has an independence 
requirement for CPAs as prescribed in 
Regulation S-X as follows: “The Com­
mission will not recognize any certified 
public accountant or public accountant 
as independent who is not in fact 
independent.”4 The SEC periodically 
issues guidelines for a number of 
auditor-client relationships which it 
believes would or would not render the 
auditor independent as Accounting 
Series Releases, such as ASRs No. 
126 and 232. The AICPA does the 
same for its members by issuing Ethics 
Rulings that deal with auditor in­
dependence, as do its counterparts at 
the State level.
The Problem with Auditor 
Independence
Despite the rule-making efforts of 
the AICPA and the SEC, the auditing 
profession has been exposed to criti­
cism concerning its independence. Re­
cent Congressional investigations of 
the accounting profession were critical 
of the self-regulatory efforts of the pro­
fession and, to a lesser extent, of the 
role the SEC has played.5 The Senate 
study on the “accounting establish­
ment,” a 1960 page analysis, was 
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especially concerned about the lack of 
independence of the larger accounting 
firms due to factors such as the prac­
tice of providing management advisory 
services (MAS) to audit clients. This 
study pointed out that:
“Independent auditors must have the 
complete confidence of the public for 
whose benefit the Federal securities 
laws were enacted. That confidence 
can only be maintained by strict 
adherence to standards of conduct 
which assure the public that auditors 
are truly independent and competent 
to perform their responsibilities.’’6
The implication of this statement is 
that any problem with independence is 
caused by a failure to adhere to stan­
dards of conduct and that auditors are 
unethical and are providing audit ser­
vices to clients from which they are not 
independent. A major cause of the 
independence problem, however, may 
be the “standards of conduct” them­
selves. The government study alludes 
to this by its criticism of the self- 
regulatory effort of the profession 
which includes the formulation of in­
dependence rules. As the following 
section will show, the independence 
problem is caused not by unethical 
auditors violating their Code of Ethics 
and Generally Accepted Auditing Stan­
dards but by the independence re­
quirements themselves.
The Concept of Auditor 
Independence
Independence consists of two com­
ponents: independence in fact and 
independence in appearance. The 
auditor must be both in order to be 
considered independent. Whereas in­
dependence in fact deals with the 
auditor’s state of mind or attitude 
toward the audit object, independence 
in appearance is dependent on how 
others interpret the auditor’s indepen­
dence. For an auditor to lack indepen­
dence in appearance it is not 
necessary that he or she lack in­
dependence in fact; simply having his 
or her independence questioned by a 
legitimate third party is sufficient to 
render the auditor not independent. It 
seems that the requirement for in­
dependence in appearance may be 
the more stringent of the two re­
quirements of what will be called “total 
independence.” The effectiveness and 
efficiency of two types of in­
dependence rules — general and 
specific rules — to ensure “total in­
dependence” and how they relate to 
each of the two components of the 
independence concept are analyzed 
below.
Independence in Fact
Independence in fact is a concept 
which deals with an individual auditor’s 
perception. It is generally agreed that 
there cannot be any objectively meas­
urable specific guidelines for in­
dependence in fact that are also 
operational. It is this component of the 
“total independence” concept to 
which the AICPA refers in its 
Statements of Auditing Standards 
which state that “the possession of in­
trinsic independence is a matter of per­
sonal quality rather than of rules that 
formulate certain objective tests.”7
To ensure independence in fact in 
all cases, all that is necessary is a 
general rule mandating auditors’ in­
dependence in fact such as the second 
general auditing standard which man­
dates that in “all matters relating to the 
assignment, an independence in men­
tal attitude is to be maintained by the 
auditor or auditors.”8 Of course, the 
implicit assumption is that all auditors 
are ethical, that is, no auditor will 
accept an audit engagement if he 
believes that the audit cannot be ob­
jectively and unbiasedly conducted. 
Whether this assumption holds is an 
empirical question that is beyond the 
scope of this paper. However, there is 
no reason to doubt that the U.S. ac­
counting profession in general consists 
of highly ethical and professional peo­
ple. Unethical conduct seems to be the 
rare exception that occurs in any pro­
fessional group.
A rule making body could not devise 
a set of uniform specific rules to apply 
to all auditors to ensure independence 
in fact because the rules would have 
to be separately designed for each in­
dividual auditor. The rules would have 
to reflect each auditor’s independent 
mental attitude toward each and every 
possible auditor-client relationship. 
Since no one can know an auditor’s 
own mind as well as the auditor him­
self, developing such a set of com­
prehensive rules would be impossible. 
Therefore, a general rule would be 
most appropriate and is sufficient to 
ensure independence in fact.
A general rule, however, is subject 
to individual interpretation. Since per­
ceptions of a general rule are bound to 
differ for some persons, different audi­
tors will arrive at different decisions 
concerning acceptance or rejection of 
Independence in appearance 
deals with the collective 
perceptions of users of 
financial statements.
an audit engagement based on the cri­
terion of independence in fact alone. 
Thus, the general rule will result in 
divergent interpretations in many 
cases. Nonetheless, independence in 
fact will have been achieved for all 
auditors, assuming ethical behavior.
Independence in 
Appearance
In contrast to independence in fact, 
independence in appearance is a con­
cept that deals with the collective 
perceptions of users of financial state­
ments. Independence in appearance 
requires that an auditor must appear 
to be independent to a third party. 
Whether or not the auditor is indepen­
dent in fact is not a concern of this 
criterion.
In determining whether or not he is 
independent in appearance, an auditor 
could be guided by two types of rules: 
A general rule which requires the 
auditor to be independent in appear­
ance, such as the Code of Ethics,9 and 
specific rules10 which cover every type 
of auditor-client relationship.
A general rule would require the 
auditor to decline any audit engage­
ment that would impair his or her 
independence in appearance. The 
auditor would have to judge each situa­
tion when confronted with it to deter­
mine if the general rule indicates that 
he is not independent. Even if all 
auditors are ethical, they may even­
tually violate the general rule since 
they are dealing with others’ percep­
tions of their independence. They may 
accept engagements that, unknown to 
them, impair their independence in ap­
pearance or decline engagements in 
which third parties would actually view 
them as independent.
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In sum, a general rule will not ensure 
independence in appearance for all 
situations. It is a sufficient rule only in 
the extreme case where all auditor­
client relationships are considered in­
dependent in appearance or if it is 
assumed that all auditors will interpret 
the general independence in appear­
ance rule correctly. A general rule deal­
ing with the independence in ap­
pearance requirement is not sufficient 
because it may result in auditors ac­
cepting audit engagements that should 
not be accepted and rejecting 
engagements that could have been 
carried out.
If an auditor’s independence in ap­
pearance decision is to be guided by 
specific rules only, a complete set of 
specific rules must be developed by a 
rule making body and made known to 
all auditors. A set of specific rules 
alone would be sufficient to assure in­
dependence in appearance for all audit 
engagements because the auditor, 
assumed to be ethical, would need 
only to refer to these complete specific 
rules to determine whether or not a 
given auditor-client relationship would 
render him not independent in appear­
ance and thus, whether or not to ac­
cept an engagement.
As a result of the above analyses, 
it becomes apparent that the follow­
ing conditions would be sufficient 
to ensure an auditor’s “total inde­
pendence:”
1. A general rule mandating inde­
pendence in fact.
2. Specific rules concerning inde­
pendence in appearance for all 
auditor-client relationships.
3. Ethical auditor behavior, that is, an 
auditor will decline any audit engage­
ment which impairs his or her inde­
pendence in fact and/or independence 
in appearance.
Auditor-Client Relationships
Recent empirical research indicates 
that there may be differences in the 
perceptions of auditors’ independence 
between auditors and certain groups 
of financial statement users. Lavin11 in­
vestigated the perceptions of auditors’ 
independence for a sample of CPAs, 
bank loan officers, and financial 
analysts of brokerage houses. In a mail 
questionnaire, the sample subjects 
were asked to indicate for each of 
twelve different auditor-client relation­
ships take from ASR No. 126 whether 
they considered the auditors involved 
to be independent or not independent.
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Lavin found that there were statistically 
significant differences in the responses 
of the three sample groups for six of 
the twelve situations. In five of the six 
situations significance was not caused 
by one group considering the auditors 
to be independent and the other 
groups not but rather by the degree of 
consensus between the three groups. 
However, in the auditor client relation­
ship in which an accounting firm pro­
vided bookkeeping services for its 
audit client, a majority of the CPAs 
questioned considered the auditors to 
lack independence while the two finan­
cial statement user groups perceived 
the auditors to be independent.
Imhoff12 conducted a survey which 
included a similar sample group of 
CPAs and financial statement users. 
He investigated the perceived effect on 
an accounting firm’s independence if 
employees of their audit staff accepted 
employment at companies that they 
had previously audited. The results of 
this study indicate that users are 
somewhat more critical of CPAs ac­
cepting positions with client firms than 
are practicing CPAs.13
A study by Pearson and Ryans14 
which investigated how practicing 
CPAs, Chartered Financial Analysts, 
and corporate accountants perceived 
potential auditor-management con­
flicts also found differences in percep­
tions of auditor independence between 
CPAs and non-CPAs for some situa­
tions. Empirical research conducted in 
Germany15 and the United Kingdom16 
also indicate that differences between 
auditors and financial statement users 
may exist.
Although the conclusions of these 
studies are limited to the auditor-client 
relationships investigated, they indi­
cate that problems may arise for the 
auditing profession if no specific rules 
are devised concerning independence 
in appearance for those auditor-client 
relationships in which differences ex­
ist between the perceptions of auditors 
and users of financial statements.
Admittedly, the problem exists only 
if the users of financial statements take 
a stricter view of the auditors’ in­
dependence than the auditors. This 
was not conclusively shown in the 
Lavin study. The results obtained by 
Imhoff and Pearson and Ryans seem 
to indicate that users of financial 
statements are more inclined to con­
sider auditors’ independence to be im­
paired than the auditors themselves. 
These findings take on more signifi­
cance since the studies included some 
auditor-client relationships that have 
not been properly addressed by the 
SEC or AICPA such as auditors ac­
cepting employment at companies 
they are currently auditing or have 
previously audited or the situation in 
which an accounting firm received a 
significant portion of its total revenue 
from one audit client. Since these 
auditor-client relationships have not 
been addressed, there is very little 
guidance available to the auditor and, 
as a result, a risk that independence 
in appearance may be violated.
The above analysis indicates that 
the controversy surrounding auditors’ 
independence arises from having a 
general requirement that auditors must 
be independent in appearance and a 
lack of specific rules. The solution, 
thus, is to identify and prohibit all 
auditor-client relationships for which 
the consensus perceptions of users of 
financial statements are that the audi­
tors lack independence. The definition 
of what represents consensus and who 
represents users of financial statement 
must be left to an appropriate rule 
making body.
It seems unlikely, however, that the 
rule making body will be able to devise 
complete specific rules concerning 
independence in appearance. To over­
come the practical limitation of de­
vising complete specific independence 
in appearance rules, even though an 
effort should be made toward com­
prehensive coverage, the current 
general requirement of independence 
in appearance must be changed so 
that it applies only to those auditor­
client relationships prohibited by the 
specific rules. In other words, an 
auditor’s independence in appearance 
would only be impaired if he violates 
any of the specific rules. This will 
eliminate the auditor’s present uncer­
tainty in deciding whether he is in­
dependent in appearance or not.
Thus, the task of ensuring indepen­
dence in appearance rests with the ef­
forts of the rule making body. Any 
independence in appearance prob­
lems that arise after the rule making 
body has devised and published its 
specific rules will be the result of the 
unresponsiveness of the body in 
reflecting the perceptions of financial 
statement users. (Unethical auditors 
can also create independence prob­
lems. However, as mentioned earlier, 
this is not a serious consideration.) The 
rule making body should base its deci­
sions on empirical research of the 
perceptions of users.
Conclusions
Auditors must be independent in fact 
and in appearance. A general rule re­
quiring auditors to be independent in 
fact is the only way to deal with this 
component of the independence con­
cept. However, a general rule requir­
ing auditors to be independent in 
appearance is not appropriate if 
perceptions of auditor independence 
differ between auditors and users of 
financial statements. Some research 
indicates that there are differences of 
perceptions between these two 
groups. Consequently, the possibility 
exists that auditors may accept 
engagements which may render them 
not independent in appearance unless 
there are specific rules prohibiting 
such engagements. Thus the con­
troversy surrounding auditor inde­
pendence stems from the general 
requirement that auditors must be 
independent in appearance and the 
lack of complete specific rules in­
dicating which relationships will impair 
their appearance of independence. To 
solve the independence problem the 
following changes should be 
implemented:
1. A rule making body should devise 
comprehensive specific rules pro­
hibiting any auditor-client relation­
ships which are considered by users 
of financial statements to impair in­
dependence in appearance, and 
2. the requirement for independence 
in appearance should be redefined so 
that auditors could only be accused 
of not being independent in appear­
ance if they violated any of the 
specific independence in appearance 
rules.
Even with the best effort it is unlikely 
that the proposed comprehensive 
rules will be complete, that is, that they 
will cover every possible auditor-client 
relationship. Thus requirement (2) is 
needed to eliminate the auditors’ 
uncertainty for situations where 
specific rules are lacking concerning 
independence in appearance. This, 
however, shifts the burden of ensuring 
independence in appearance to the 
rule making body. As noted above, the 
SEC is currently relying more on the 
accounting profession’s self-regulating 
effort. The profession could continue 
to promulgate the more comprehen­
sive specific rules through the Ethics
Committee of the AICPA. However, it 
seems advisable to appoint a rule mak­
ing body which will be independent of 
the AICPA to gain the credibility of the 
financial statement users. By limiting 
the independence in appearance re­
quirement to specific rules only, most 
criticism of the lack of auditors’ inde­
pendence in appearance is likely to 
arise from a perceived inadequacy of 
specific rules, or standards of conduct, 
which is the responsibility of the rule 
making body. Since actual lack of in­
dependence in appearance will be 
limited to violations of any specific 
rules such misconduct could be dealt 
with through disciplinary action. Ω
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Medical Expense 
Deductions
More Difficult to Obtain in 1983
By John C. Gardner and John Croley
The general trend in recent years 
has been to increase the difficulty of 
obtaining any tax relief from medical 
expense deductions. By the enactment 
of the Tax Equity and Fiscal Responsi­
bility Act of 1982 and other proposed 
changes to the Internal Revenue 
Code, it is obvious that the government 
is attempting to limit medical care 
deductions to some sort of cata­
strophic category. These changes 
make it especially necessary for pro­
fessional tax planners to be aware of 
the historical trends and law in this vital 
area.
History of IRC 213
During the Second World War, Con­
gress, basing its actions upon statisti­
cal data which had been collected 
since the time of the New Deal, 
enacted Section 23X of the 1939 Inter­
nal Revenue Code which provided for 
the first medical expense deduction in 
American history.1 These deductions 
which were part of the Revenue Act of 
1942 were designed to help taxpayers 
with difficult medical situations during 
World War II. The report of the Senate 
Finance Committee, for example, 
stated that “this allowance is recom­
mended in consideration of the heavy 
tax burden that must be borne by 
individuals during the existing emer­
gency and of the desirability of main­
taining the present high level of public 
health and morale.”2 The 1942 law 
originally limited the deduction to non­
reimbursed medical expenses which 
were not to exceed 5 per cent of net 
income. These deductions were fur­
ther limited to a total of $2,500 for a 
married couple and $1,250 for other 
classes of taxpayers.3 These provi­
sions were made somewhat more 
generous in 1944 when the law was 
amended to provide 5 per cent of ad­
justed gross income rather than 5 per 
cent of net income. Further amend­
ments in 1948 provided that the 
amount deductible could equal $1,250 
per exemption with a dollar cap of 
$2,500 for single taxpayers and $5,000 
for those filing joint returns.4
During the next twenty years, addi­
tional steps were taken to liberalize the 
medical expense deduction. In 1951, 
Congress generally abolished the 5 
per cent limit for taxpayers over the 
age of sixty-five and allowed them to 
deduct amounts for other dependents 
which exceeded 5 per cent of adjusted 
gross income.5 The percentage limita­
tion was further reduced in 1954 when 
Congress adopted a new Code. Presi­
dent Eisenhower’s recommendation 
for a 3 per cent limitation was adopted 
and the overall limitation on deductions 
was raised to $5,000 for a single tax­
payer and $10,000 for those taxpayers 
filing joint returns, head of household, 
or surviving spouses. The 1954 Code 
also required that the deductible por­
tion of drugs and medicine exceed 1 
per cent of adjusted gross income.6 
Further liberalization of the limits on 
deductions occurred in 1958 and 1962, 
and the overall limitation on the de­
ductibility of medical expenses was 
removed by the Social Security 
Amendments of 1965.7 Efforts to limit 
the medical expense deduction were 
suggested in the late 1970’s during the 
Carter administration but it was not un­
til the Tax Equity and Fiscal Respon­
sibility Act of 1982 that the limits on 
medical deductions were raised again 
to allow deductions only for expenses 
in excess of 5 per cent of adjusted 
gross income. Congress eliminated 
the 1 per cent of adjusted gross in­
come requirement for drugs as of 1984 
but also limited the deduction for drugs 
and medicine to only those prescribed 
by a physician or insulin.8 Congress 
has thus come full cycle as it has 
returned to a harsher definition of 
medical expenses which is more at­
tuned to the limits first enacted as a 
war emergency measure in the 1940’s.
Current Definition of 
Medical Expenses
The current definition of a medical 
expense includes all monetary 
amounts paid “for the diagnosis, cure, 
mitigation, treatment or prevention of 
disease, or for the purpose of affecting 
any structure of the body.”9 This 
definition has been further expanded 
by Regulations which state that 
“medical care includes...transporta­
tion primarily for and essential to 
medical care.”10 This broad definition, 
which is contained in IRC 213, con­
verts personal payments for medical 
expenses to various health care pro­
viders into deductible medical 
expenses.
Payments for medical expenses can 
be made to a wide variety of health 
care providers ranging from surgeons, 
psychologists, and nurses, to acu­
puncturists.11 The payments must 
usually be made for care within the tax 
year and may include expenditures for 
hospital care, nursing services, out­
patient medical services, and other 
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general medical services. These pay­
ments for broad medical services may 
not be for general health products or 
for general medical services needed to 
maintain one’s overall health. Thus, 
certain toiletries, such as toothpaste or 
travel to Florida for rest and relaxation, 
will not quality for a deduction even if 
undertaken on the advice of a licensed 
physician. If a health care provider 
recommends that an individual tax­
payer lose weight to improve his or her 
general health, it would not be deduc­
tible. However, if the weight loss re­
quires special treatment, it will be 
allowed if it is to alleviate a special 
health problem, such as acute 
hypertension.12
Travel as Medical Expenses
During the period from 1942 to 1954, 
these were conflicting interpretations 
over the deductibility of medical costs 
for travel, meals, and lodging. In 
Havey,13 a taxpayer suffered from a 
major heart attack and specific lung 
problems which caused his licensed 
physician to recommend a move to 
Arizona in the winter and to a resi­
dence at the seashore in the summer. 
Havey deducted the costs of the travel, 
meals, and lodging. The Tax Court 
held that only those travel expenses 
which were definitely related to medi­
cal expense as opposed to personal 
expenses, such as vacations, were 
deductible. There were a number of 
other cases which ruled both for and 
against meals and lodging of particular 
taxpayers. However, both the courts 
and Congress recognized by 1954 that 
abuses might continue under the 1939 
Code. For instance, in Hoffman,14 a 
taxpayer deducted the entire costs of 
education for her son attending UCLA 
since she maintained that the general 
climate of southern California was 
necessary for her son’s health. The 
Court held that “if we were to hold 
here, under the facts, that the ex­
penses in question are deductible by 
the petitioner under 23(x), it would 
follow as a matter of logic...that the ex­
penses of his meals and lodging in a 
later year or years would be deduct­
ible...’’15 The Code in 1954 (Sec 
213(d)(1)(B)) held that medical care 
means “amounts paid...for transporta­
tions primarily for and essential to 
medical care...’’ The reasons for de­
ductibility of meals and lodging were 
outlined in a House Report which ex­
plained that “the deduction...clarifies 
existing law in that it specifically ex­
cludes deductions for any meals and 
lodging while away from home receiv­
ing medical treatment. For example, if 
a doctor prescribes that a patient must 
go to Florida in order to alleviate 
specific chronic ailments...and the 
travel is prescribed for reasons other 
than improvements of a patient’s 
health, the cost of the patient’s trans­
portation to Florida would be deduct­
ible but not his living expenses while 
there.”16 After the enactment of the 
1954 Code, the Second Circuit in 
Carasso17 denied the cost of meals 
and lodging while the Third Circuit 
reached an opposite conclusion in 
Commissioner v. Bilder.18 The 
Supreme Court noted the conflict be­
tween the Circuits in 1962 and dis­
allowed meals and lodging expenses 
as medical expenses on the strength 
of the legislative history of IRC 213. 
Since 1962 various courts have not 
allowed living expenses except when 
traveling to a destination for medical 
purposes.19
Local and long distance medical 
travel itself is also deductible. Travel 
cost whether by cab or personal vehi­
cle is deductible at a standard rate of 
9 cents per mile or the actual expenses 
if higher. Several unusual expenses 
have been allowed, however. Thus, a 
spouse’s medical transportation ex­
penses from her home and back to a 
hospital in another city to visit her hus­
band were allowed since it was to 
provide nursing care based upon a 
physician’s request. Additionally, the 
cost of a taxpayer’s travel to an Alco­
holics Anonymous meeting was de­
ductible since attendance was based 
upon medical advice. In contrast, 
travel expenses for a handicapped per­
son (e.g. commuting to work) are not 
deductible as a medical expense 
where the expense is not specifically 
prescribed for therapeutic reasons.20
Capital Improvements
It is a general rule that capital expen­
ditures by a taxpayer are not deduct­
ible (Sec IRC 263). However, the Code 
allows certain capital expenditures as 
deductible medical expenses even if 
they are improvements or betterments 
to the property of the owner. The 
Regulations list such obvious items as 
wheel chairs and note that even “a 
capital expenditure for permanent im­
provement or betterment of property 
Timing and payment of 
medical expenses is 
especially important for 1983.
which would not ordinarily be for the 
purpose of medical care...may, never­
theless, qualify as a medical expense 
to the extent that the expenditure ex­
ceeds the increase in value of the 
related property...”21 Thus, for exam­
ple, if an elevator cost $10,000 to 
install and was required for medical 
purposes for a heart patient, it would 
be deductible to the extent it exceeds 
the increase in value to the taxpayer’s 
house.
Litigation in the capital expenditure 
area has produced some very inter­
esting results. The Internal Revenue 
Service, in Rev Rule 54-57,22 held that 
the cost of an air conditioner and its 
operating expenses are deductible 
medical expenses if they are primarily 
to alleviate a medical problem and the 
device is not permanently attached to 
the dwelling. Litigation in Gerard23 
resulted in the Tax Court upholding the 
deduction for a permanent attached 
central air conditioning unit for the 
relief of a taxpayer’s dependent who 
was suffering from cystic fibrosis. In 
contrast to these two cases, a deduc­
tion was not allowed for the cost of an 
oil heater to replace a coal furnace 
where the taxpayer suffered from bron­
chial asthma even though the heater 
was installed on the advice of a 
doctor.24
The potential for abuse in the capital 
expenditure area is quite prevalent. 
Perhaps the most infamous case in 
this area is Ferris.25 The taxpayer, who 
was suffering from a back problem, 
was advised to swim twice daily in 
order to prevent deterioration and 
paralysis. Ferris built a $194,000 pool 
which included a bar, sauna, and ter­
race. These “unnecessary” items 
were subtracted from the deductible 
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amount as was an expert appraiser’s 
estimate of the additional increase in 
value to the property. However, the 
taxpayer was still entitled to deduct 
$86,000 which was upheld over IRS 
protests in the Tax Court. The Seventh 
Circuit reversed the decision of the Tax 
Court on grounds of reasonableness of 
the expense and stated: “The task in 
cases like this one is to determine the 
minimum reasonable cost of a func­
tionally adequate pool and housing 
structures. Taxpayers may well decide 
to exceed that cost and construct a 
facility more in keeping with their 
tastes, but any costs above those 
necessary to produce a functionally 
adequate structure are not incurred 
‘for medical expense’.’’26 This stan­
dard does seem necessary but the 
court did not cite any substantive re­
quirement in the law, legislative 
history, or regulations.
Capital expenditures must, there­
fore, meet several requirements. They 
must be related to a specific medical 
problem of the taxpayer. Secondly, the 
deduction may include operating ex­
penses but the cost of the capital item 
is deductible only to the extent it ex­
ceeds the value of the improvement. 
Finally, a test of reasonableness of ex­
pense may appear in the case of cer­
tain capital expenditures such as 
swimming pools.
Medicine and Drugs
Currently, a medical deduction is 
allowed for medicine and drugs to the 
extent the legitimate cost exceeds 1 
per cent of adjusted gross income. 
These “medical” expenses may be 
either for prescription drugs and non­
prescription medicine. Beginning 
1984, a deduction will be allowed only 
for prescription drugs and insulin. The 
deductibility of items, such as tooth­
paste and vitamins for general health, 
has never been allowed. However, 
vitamins prescribed by a physician 
(even if non-prescription) and such 
items as aspirins or cold pills are cur­
rently deductible if they exceed the 1 
per cent and 3 per cent limitations. 
This 1 per cent deduction limitation will 
be eliminated in 1984.27
Insurance Premiums
Beginning with 1983, the “guaran­
teed” deductibility of up to one-half of 
the medical insurance premium (max­
imum deductibility of $150) of a tax­
payer has been repealed. Medical 
insurance premiums are still deduct­
ible as an expense but only to the ex­
tent that they exceed 5 per cent of 
adjusted gross income.28
Insurance is an especially critical 
area for medical expenses. If a tax­
payer is reimbursed for medical ex­
penses, he may deduct only the 
portion of the total medical payments 
for which he is not compensated. If the 
expenses are incurred at the end of a 
taxable year, and the reimbursement 
occurs in the next year, the reimbursed 
amount must be taken into income in 
the year it is received. Finally, a deduc­
tion is allowed for the cost of insurance 
premiums paid to cover medical ex­
pense when the taxpayer reaches age 
65.29
Dependents and Medical 
Expenses
A taxpayer is entitled to a medical 
expense deduction for himself or her­
self, for a spouse, or any other depend­
ent. According to the Regulations, a 
person will be considered a spouse if 
that person is married to another at the 
time the medical services are rendered 
or paid. In the case of dependents, the 
rules for determining dependency 
apply even to an adopted child or even 
if the individual has income in excess 
of $1,000 as long as the other depend­
ency tests are met.30
Tax Planning
One of the great difficulties for em­
ployees is the deduction of medical ex­
pense for 1983 which must exceed 5 
per cent of adjusted gross income. Any 
employee, for example, whose medi­
cal expenses are below that amount 
and not reimbursed will lose the 
medical deduction. Congress has 
chosen to reduce this tax deduction 
while at the same time not providing 
for any comprehensive medical care 
insurance as was proposed under the 
Carter administration. Since tax bene­
fits from medical deductions will be 
more difficult for 1983, planning is 
essential.
Timing and payment of medical ex­
penses is especially important for 
1983. Taxpayers should be encour­
aged to time any discretionary medical 
treatment so that the totals will help 
them exceed the 5 per cent limitation. 
If cash is not readily available, any un­
paid medical bills may be paid by 
credit card. Secondly, although it is a 
general rule that medical expenses are 
only deductible for the current year, it 
is probable that prepaid expenses may 
be deductible if the taxpayer is under 
the obligation to pay them to a health 
care provider or institution. Further, 
taxpayers should be encouraged to 
purchase extra health insurance to 
cover catastrophic illness and to sup­
plement their employer’s coverage.31
Business should also be aware of 
the alternatives which will provide tax 
planning opportunities for them in the 
medical expense area. It is possible, 
for example, that employers will want 
to encourage their employees to select 
from a range of medical care options 
through the use of so-called cafeteria 
plans under IRC 125. The various op­
tions under a cafeteria arrangement can 
cover everything from a self insured 
medical reimbursement plan offered 
by the company to participation in a 
Health Maintenance Organization 
(HMO). IRC 105(b) provides that em­
ployee medical expenses may be ex­
cludable from income if received as 
part of a health and accident plan. 
These plans may be insured or unin­
sured which provides the employer 
with some flexibility. Uninsured plans 
may not discriminate in favor of highly 
paid employees (e.g. employer-share­
holder in a closely held corporation). 
If the uninsured plan discriminates in 
favor of highly compensated employ­
ees in medical coverage, any addi­
tional amounts paid for their medical 
expenses will be included in their gross 
income as “excess reimbursements.”32
If the employer wants to provide 
coverage for the “key employee”, the 
following tax planning strategies might 
be followed: Two separate self insured 
plans might be established with the 
“key employee” plus enough other 
employees in one plan to meet the 
non-discrimination tests allowed in IRC 
105(h). A second option would be to 
remove the key employee from the self 
insured plan and cover them under an 
insured plan which is not subject to 
IRC 105. A final strategy might simply 
be to reimburse these employees of 
the cost of their individually acquired 
medical insurance.33
Finally, self insured plans can be 
useful for the sole proprietor who 
employs a spouse. The spouse can be
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A major effect of the Economic 
Recovery Act of 1981 is the creation 
of an entirely new system for cost 
recovery of an investment in assets — 
the accelerated cost recovery system 
(ACRS). The new system provides for 
accelerated methods for computing 
the recovery allowances as well as for 
shorter recovery periods. The purpose 
of this article is to examine the new 
system as to its effect on one aspect 
of business investment decisions in 
real property. Specifically, the paper 
examines the initial choice between 
the ACRS and straight-line deprecia­
tion as allowed by the new law.
The Accelerated Cost 
Recovery System (ACRS)
The Act replaces the concept of 
depreciation based on the useful life 
of an asset with a system which 
employs standard recovery percent­
ages. The percentages reflect accel­
erated methods of cost recovery over 
pre-determined periods that have no 
necessary relationship with the useful 
life of assets. ACRS also permits the 
recovery of salvage value. The 1981 
Act provides for the recovery of the 
cost of depreciable personal property, 
generally over a 3-year, 5-year, or 
15-year recovery period, depending 
upon the type of property.
ACRS Write-Off of Real 
Property
Real property has been assigned a 
15-year recovery period by the new 
Act. The cost recovery percentages 
allowed during this period under ACRS 


















Some Advantages of ACRS
The new system will produce 
dramatically more favorable tax 
benefits than previous depreciation 
methods. For example, assume a 
$1,000,000 investment in real property 
that would have a depreciable life of 
40 years prior to the new law. Double 
declining balance depreciation would 
produce a depreciation charge the first 
year of $50,000, yielding a tax savings 
of $20,000 to an investor who is sub­
ject to a 50% marginal tax rate and the 
20% minimum tax on the excess of ac­
celerated depreciation over straight- 
line. The same investment under the 
provisions of ACRS provides a 
depreciation deduction and tax benefit 
the first year of $116,667 and $49,333, 
respectively. This amounts to more 
than doubling the tax benefit with 
ACRS in spite of higher preference in­
come and a lower depreciation rate 
(175% versus 200%).
In general, investors in real proper­
ty will find the ACRS to produce 
favorable tax effects. However, certain 
circumstances would indicate that a 
property holder should consider the 
optional straight-line depreciation alter­
native to the ACRS. Previous ac­
celerated methods are no longer an 
option.
Residential Real Property
Under previous law, when real prop­
erty is sold, gain is taxed at ordinary 
rates only to the extent that ac­
celerated depreciation exceeds 
straight-line depreciation. There is no 
ordinary income recapture upon sale 
when straight-line depreciation is 
elected. This treatment is unchanged
































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































under the 1981 Act for residential real 
property. Generally, owners of residen­
tial real property will find, as before, 
that the advantages of accelerated 
(ACRS) write-off will outweigh its 
potential disadvantages relative to the 
alternative straight-line method. A 
comparative analysis is presented in 
Table I for a hypothetical investment 
of $1,000,000 in a residential building. 
The tax effects depicted assume the 
potential sale of the building at the end 
of the various years shown. Only for in­
vestments in which a sale is contem­
plated within five years should the 
straight-line alternative be considered. 
Thus, as a general rule, accelerated 
cost recovery will continue to offer 
more beneficial tax effects for owner­
ship and investment in residential real 
property.
Nonresidential Real Property
Under the 1981 Act, no longer will 
gain subject to recapture as ordinary 
income be limited to the excess of ac­
celerated over straight-line depre­
ciation for nonresidential real property. 
Instead, with ACRS all prior deductions 
will be treated as ordinary income 
upon sale. Electing straight-line 
depreciation would insure no recapture 
and all gain on the sale would be 
capital gain.
An owner or investor in nonresiden­
tial real property should consider the 
relative merits of ACRS (accelerated 
deductions) versus straight-line 
depreciation (avoiding recapture) in 
choosing a cost recovery system when 
the possibility of selling the property 
exists. Table II shows the relative ad­
vantages for a $1,000,000 investment 
and subsequent sale at various stages 
of the asset’s life.
The calculations demonstrate that 
for a taxpayer in a 50% marginal tax 
bracket whose time value of money is 
18%, straight-line depreciation would 
be the preferable alternative if sale is 
contemplated within 17 years. The 
relevant “holding period” will vary with 
modifications of the basic assumptions 
concerning appropriate tax rates, dis­
count rates, and sale price of the 
asset..
Other Considerations
When the comparisons in Table 2 
are repeated with the assumption that 
the taxpayer is not in the alternative 
minimum tax situation, the choice of 
ACRS becomes advantageous when 
sale is made after only twelve years 
rather than eighteen for investments in 
non-residential property. In fact, for in­
vestments in residential property, the 
choice of ACRS provides a relative tax 
advantage for any year of recovery. 
Thus, for investors who have other in­
come which can be used to reduce the 
amount of income subject to the alter­
native minimum tax, the straight-line 
method would be advantageous in 
fewer situations.
Conclusions
The analysis summary indicates that 
the ACRS will yield favorable tax con­
sequences for many owners and in­
vestors in real property. However, 
electing the alternative straight-line 
method may produce more beneficial 
tax effects for real estate which may be 
subject to sale, particularly in the case 
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Many articles have been written and 
a great deal of research has been con­
ducted in recent times surrounding the 
rapid growth in sophisticated com­
puter-based information systems. A 
number of EDP articles have ad­
dressed the technological advances in 
hardware, the development of more 
efficient software, and the ever­
expanding number of EDP applica­
tions. A lesser number of articles have 
addressed the behavioral aspects of 
implementing EDP systems. This arti­
cle concentrates on a review of some 
potential behavioral changes and/or 
problems which, because of recent 
trends, may be encountered by the ac­
countant when associated with EDP 
systems and when dealing with client 
systems management personnel. It 
also suggests some potentially new 
problems for the accountant when 
dealing with top management.
In the early development and im­
plementation phases of EDP systems 
in business, accountants enjoyed an 
“almost-proprietary” association with 
such systems. Anyone with even a 
superficial knowledge of EDP is well 
aware of this. Over the past several 
decades, however, several rather ob­
vious phenomena occurred which 
deprived the accountant of this asso­
ciation. The most noteworthy phenom­
enon was the extensive application of 
EDP in virtually all areas of business, 
and, of course, the resultant “informa­
tion explosion.’’ Consequently EDP 
was no longer viewed solely as “ac­
counting territory.” Second was the 
rapid technological advancement 
made toward more sophisticated and 
efficient hardware and software. A 
third phenomenon, and one not unex­
pected, was the emergence of “new 
professionals” in the systems and data 
processing spheres. Not only did many 
new career positions open, but also 
new certifications developed, such as: 
the Certified Data Processor (CDP), 
the Certified Information Systems 
Auditor (CISA), and the Certificate in 
Production and Inventory Manage­
ment (CPIM). Of course, in the ac­
counting area, there also evolved the 
Certified Management Accountant 
(CMA) and the Certified Internal Audi­
tor (CIA).
Currently, however, there seems to 
be a change taking place in the MIS 
and EDP environment; namely, the 
apparent resurgency of accounting 
professionals in EDP. Recent events 
indicate that the accounting profession 
is making overtures which might “re­
capture” some of the EDP territory by 
pursuing more vigorously the “mar­
kets” which are found in computer- 
based management advisory services. 
For a number of years the AICPA had 
issued Statements on Management 
Advisory Services and Management 
Advisory Services Guidelines. Also, 
during the 1960s, it issued several 
Computer Research Studies. It was not 
until 1981, however, that the Institute 
published official standards governing 
MAS engagements. In December 1981 
the AICPA promulgated Statement on 
Standards for Management Advisory 
Services, No. 1, followed a year later 
(November 1982) by Statements on 
Standards Nos. 2 and 3. In 1982 the 
Institute began publication of MAS 
Practice Aids as well.
Elliot and Kuttner point out in their 
recent article, “MAS: Coming of Age,” 
that “...recognition of management ad­
visory services as a separate (em­
phasis added) type of service provided 
by CPAs is relatively recent.”1 From 
the MAS point of view they cite four 
major areas of service, the first of 
which is the development of informa­
tion systems. According to them this 
service includes the review and devel­
opment of computerized systems as 
well as assistance in the implementa­
tion of such systems in a number of 
business areas.2
The remaining three areas of ad­
visory services are evaluating and 
forecasting, improving profitability, and 
improving organization responsive­
ness. Naturally, implementation of 
computerized systems can also con­
tribute positively to activities in these 
three areas.3
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The accounting profession is 
making overtures to recapture 
some of the EDP territory. 
Additional evidence of the accoun­
tant’s increased interest in and em­
phasis on MAS/EDP services can be 
found in a number of other places. 
Dowell and Hall suggest that informa­
tion controls which may have been 
neglected might be restored through 
the use of “systems development and 
maintenance procedures.”4 They en­
vision that the development of such 
procedures would enhance the control 
of the systems, and would involve 
three parties: users, data processing 
professionals, and internal auditors. 
The writers suggest that there ought to 
be an “ongoing compliance audit” 
performed by the “corporate internal 
auditors...rather than operating per­
sonnel for two related reasons” both 
of which are rooted in the concept of 
independence. Although the internal 
auditors may assist in a system’s 
development, they probably do not 
play a major role, and, secondly, since 
they “do not operate the system,” they 
can be considered as being indepen­
dent. In any event they would be in­
volved in control capacities.5
Materials Requirements Planning 
and inventory controls are systems 
which rely heavily on EDP. Recent 
evidence indicates that accountants 
are taking or will be taking greater in­
terest in MRP. Writing in Management 
Accounting in December 1982, B.B. 
Bowers states that, in the area of prod­
uct costing vis-a-vis MRP, accountants 
have not given sufficient “attention to 
the development of automated produc­
tion control systems...,” and that they
“should develop talent for production 
and inventory control techniques to 
enhance product costing, forecast­
ing..., and inventory valuation and 
control.”6
In a similar vein, D.P. Keegan of
Price Waterhouse points out that 
manufacturing control and cost ac­
counting “are different sides of the 
same coin...,” and he believes “there 
has been a tendency to exclude the 
financial aspects of inventory manage­
ment from professional literature.” He 
claims that if cost accounting require­
ments are part of the MRP system’s 
design, the development of the system 
can be greatly improved.* 7
Up to this point examples of evi­
dence indicating the accountant’s in­
creased interest and/or involvement in 
EDP have been those found in pub­
lished articles. Further support, how­
ever, can be found in less obvious, but 
nonetheless relevant, places. One na­
tional accounting firm in advertising its 
computer software for manufacturing 
planning and control refers to itself as 
“the largest international management 
information consulting organization.” 
In telephone directories some firms 
present advertisements which state as 
part of the services offered: “Manage­
ment Consulting Services,” and/or 
“Management Information Systems.” 
These, and other references, indicate 
the current trend in providing profes­
sional services beyond the traditional 
accounting, auditing and tax functions.
In summary, therefore, the move­
ment towards greater involvement by 
the accountants is present because 
the markets for their services appear 
to exist in computerized systems 
areas.
Under the assumption that such is 
the case and that the evidence sup­
ports the resurgency of accounting in 
the system/EDP environment, what 
behavioral changes or problems might 
arise? Often when behavior is dis­
cussed in relation to EDP, such discus­
sion centers around the behavioral 
aspects of interaction between sys­
tems development teams (specialists) 
and the actual or intended users of the 
system or systems and the develop­
ment of a change strategy. A.B. Car­
roll points out that “An awareness of 
human needs and behavior is as im­
portant a component as specialized 
knowledge” when dealing with the 
development of computer-based infor­
mation systems.8 These behavioral 
aspects, however, are not addressed 
in this article. The issues addressed 
here are perceived behavioral changes 
or problems which stem from the 
resurgency of interest by accountants 
in the systems/EDP environment. For 
the purposes of this presentation three 
aspects are identified and reviewed; 
namely: intraprofessional behavior, 
interprofessional behavior, and ac- 
countant/top management behavior.
Intraprofessional Behavior
Intraprofessional behavior as used 
here refers to those behavioral issues 
solely within an accounting firm or an 
accounting staff which occur because 
of the increased emphasis on MAS 
and MIS. While some changes have 
already occurred, and more are apt to 
take place, most of these intraprofes­
sional changes do not seem to pose 
serious behavioral problems, but 
rather they are attitudinal and opera­
tional shifts within the organization. 
Perhaps the most all-encompassing 
shift is the “image changing” which 
seems to be taking place; that is, the 
shift away from the traditional CPA 
image towards one of more broad­
based service to clients; viz. “full 
service consulting.” Under this “um­
brella,” specific behavioral responses 
can or may occur. Will some staff, who 
are already accounting certified (CPA 
or CMA), feel pressure to acquire 
additional MIS/EDP training or educa­
tion? Almost certainly so. Such is 
already the case in many organizations 
whether or not the training or educa­
tion be formal or informal.
More specifically, though, there may 
exist two additional behavioral re­
sponses: (1) increased staff competi­
tion for the MAS/CIS engagements, 
and (2) the perceived need on the part 
of some staff to acquire MIS or data 
processing credentials (certifications). 
In the first situation, some accountants 
might well become so entrenched in 
MIS that they become almost nominal 
CPAs and de facto computer special­
ists. In the second situation the re­
sponse would be somewhat parallel to 
those CPAs who feel the need to 
become CMAs as well. Some of the 
impetus for acquiring MIS competence 
and maintenance of such competence 
may stem from pressure within the firm 
based on the new focus of professional 
services provided to clients. A natural 
corollary to multiple credentials, which 
is already manifest, is membership by 
accountants in computer and/or sys­
tems oriented professional organiza­
tions.
Also within accounting exist some 
problems associated with attitudinal 
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changes towards computer literacy. 
Claims have been made that computer 
technology and implementation are 
often somewhat intimidating to those 
who lack knowledge and understand­
ing. This intimidating effect on be­
havior, regardless of degree of 
intensity, may be more pronounced in 
the case of older accountants than in 
the case of younger accountants. Cer­
tainly such intimidation, if existent, 
must be overcome in those situations 
where the “older” or perhaps “com­
puter-illiterate” supervisory accountant 
finds himself in an actual or pending 
leadership or review role.
Indirectly related to the intraprofes­
sional behavioral changes are the 
potential changes in attitudes of stu­
dents preparing for careers in account­
ing, both public and private. In the 
future the educational preparation for 
the field may well shift from concen­
tration (major) in accounting with 
supplemental (minor) courses in CIS to 
concentration in CIS with supple­
mental courses in accounting. In other 
words the student may see his other 
role as one which emphasizes infor­
mation systems, and one in which he 
or she needs only sufficient courses 
and knowledge to pass the CPA 
Examination. Some observers feel this 
trend may have already begun.
Further evidence of this shift comes 
from the profession which is encour­
aging the integration of computers in 
the undergraduate accounting curric­
ulum. The AICPA Final Report, Board 
on Standards for Programs and 
Schools of Professional Accounting 
Curriculum Standard 4 states that 
advanced courses shall cover con­
cepts in specific accounting areas and 
in “management advisory services, 
including data processing and the 
systems area.”9
Interprofessional Behavior
Interprofessional behavior as used 
herein refers to behavior resulting from 
interaction between the accounting 
professionals in their MAS/CIS roles 
and the computer science/information 
systems professionals of client or­
ganizations, or, for that matter, profes­
sionals within the same company or 
organization. The potential behavioral 
problems appear somewhat more pro­
nounced here than in the intraprofes­
sional areas. As anyone familiar with 
auditing understands, there have 
always been potential, and in some 
cases actual, interpersonal behavioral 
problems between auditor and client 
accountants. The potentially sensitive 
nature of such relationships could 
generally be ameliorated by the fact 
that the auditor was performing a func­
tion incapable of being performed by 
the client accountants; namely, the 
independent audit or attestation 
function.
This important difference, of course, 
is nonexistent when independent ac­
counting MIS/EDP personnel are deal­
ing with client MIS/EDP personnel. 
Thus the interpersonal relationships 
may well become more tenuous. 
Naturally, similar behavioral chal­
lenges could arise between an organ­
ization’s own accounting staff and 
MIS/EDP personnel in any intracom­
pany resurgency of accounting into 
those information systems or EDP 
areas which had previously been 
“neglected” by accounting. In es­
sence one might view the potential 
problems as those stemming from the 
“protection of territorial rights.”
In both cases cited in the previous 
paragraphs it would seem that man­
agement, in its establishment of the 
specific operational goals, ought to be 
cognizant of the potential interpersonal 
problems and take steps to stave off 
as many as possible. In the indepen­
dent accountant/client relationships, 
the managements of both the firm and 
the client ought to plan on giving due 
consideration to the behavioral as­
pects of the engagement a priori. In the 
case of the corporate accountant/EDP 
specialists relationship, management 
of the company should spell out the 
operational parameters of the mission 
or function and at the same time spell 
out the behavioral parameters. This 
can be accomplished both by direct 
and indirect means ranging from direct 
appointment of the “incharge” ele­
ment to the assignment of an individ­
ual leader who is personally skilled 
enough to blend together the two func­
tions without friction.
A discussion of interprofessional 
behavior would be incomplete if it did 
not include the relationships between 
the accounting firms heavily engaged 
in MAS and their counterparts, man­
agement consulting firms. Both of 
these organizations have been com­
peting with each other for some time, 
and, it appears, the competition will 
become more keen as firms attempt to 
expand their shares of the market. Suf­
fice it to say, all the traditional behavior 
A “sense of position’’ should 
be established for each party 
involved.
problems between or among competi­
tors will continue to exist in varying 
degrees. Whether or not the behav­
ioral problems of competition will be 
exacerbated by the accountants’ 
movement towards acquiring a greater 
market share remain to be seen; how­
ever, it seems logical that accounting 
firms may well use their more broadly- 
based capabilities as important com­
petitive selling techniques. Seeming­
ly, any behavioral controls in these 
competitive areas would most likely 
evolve from professional codes of 
ethics of both accountants and man­
agement consultants. In addition, 
much has been written about the 
nature of independence when the ac­
countant is engaged in MAS/MIS 
assignments with clients who are also 
audit clients. Regardless of positions, 
pro and con, on this matter, it will prob­
ably continue to linger as an'issue in 
varying degree for some time.
Accountant Top 
Management Behavior
Although this article chiefly ad­
dresses the accountant’s behavior 
with peers and other professionals as 
he or she becomes more involved in 
MIS/EDP, coverage would be in­
complete without some review of the 
accountant’s relationship to top 
management. Two recent articles ad­
dressed this issue from different points 
of view. In January 1983, “Cooking the 
Books” appeared in Dun’s Business 
Month, and “Some Chief Executives 
Bypass, and Irk, Staffs in Getting In­
formation” appeared in The Wall Street 
Journal.
In the first article Hershman and 
Sender point out how in a number of 
situations “middle management fudge 
the numbers to fool the boss” as 
means of meeting company goals, 
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enhancing bonuses, achieving promo­
tions, and/or saving their jobs.10 The 
writers stress that one possible solu­
tion to the "cooking” of the books is 
"making sure that the company’s 
incentive system doesn’t encourage 
and reward dishonesty” by establish­
ing effective internal audit systems 
designed to detect and discourage 
such practices.11
In The Wall Street Journal article 
Mary Bralove indicates that CEOs may 
expand their use of executive informa­
tion systems "to monitor the business 
and...to check up on...” performance. 
In other words, the computer-literate 
chief executive may no longer be as 
heavily influenced as in the past by 
staff personnel "who collect, interpret, 
and analyze” information prior to it be­
ing received by the CEO. The CEO 
may now seek out and find information 
for himself without going through in­
termediaries, and further, be able to 
check, evaluate, or "audit” information 
received from subordinates without 
their knowledge.12
Use of these executive information, 
or decision support, systems may elicit 
important behavioral reactions from 
subordinates, ranging from feelings of 
lost power to feelings of mistrust to fear 
of losing one’s job. Obviously, one 
such important group of subordinates 
is corporate accounting, and, since the 
accounting system is a subset of the 
corporate information and decision­
making system, corporate accountants 
are subject to the same behavioral 
attitudes as are others.
Under the assumption that both 
articles contain some predictive value; 
namely, increased use of more intense 
internal auditing and increased use of 
executive information systems, cor­
porate accountants will most likely 
cope by modifying their behavior. On 
the plus side, the use of executive 
information systems and increased in­
ternal auditing may act to correct 
abuses and improve performance. On 
the negative side, such controls may 
decrease morale and/or encourage the 
development of subsystems to "beat 
the controls.” In either case, should 
such control systems be employed, 
both management and subordinates 
will learn to cope with the behavioral 
ramifications, be they either favorable 
or unfavorable. Certainly, in many 
cases attitudinal changes would be 
almost essential.
From the viewpoint of the indepen­
dent accountant (auditor or MAS con­
sultant) such sophisticated internal 
control systems might affect client rela­
tionships from the client’s evaluation 
of the auditor’s performance. The oc­
currence of such does not seem too 
likely currently because of time con­
straints and cost/benefit analyses. 
However, such sophisticated com­
puterized executive information 
systems could possibly be used to 
resolve partially the old, and some­
what trite question, "Who audits the 
auditors?”
Concluding Comments
Whether or not the resolution of 
behavioral issues has lagged behind 
the development of sophisticated infor­
mation systems has not been an issue 
discussed here. What has been pre­
sented here has been a review of 
some potential behavioral issues 
which are apt to stem from the ac­
countant’s resurgency into the MIS/ 
EDP field. What seems rather ap­
parent is that, as the systems become 
more complex and as the accountant 
becomes more involved, all parties 
must become more aware of the 
associated behavioral ramifications. 
Perhaps mutual respect and coopera­
tion will be the two most important 
by-words. Certainly, knowledge and 
understanding of organization goals, 
and the methods of achieving those 
goals, are both important. One major 
consideration to be observed, how­
ever, should be the establishment of 
a "sense of position” for each party in 
any combined efforts, with, of course, 
the mutual respect for those different 
positions.Ω
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By Daniel L. Cohrs and 
Sidny K. Zink
Since the inception of government 
grants there has been a need for 
monitoring. This has typically been ac­
complished through a process of grant 
financial and compliance auditing. 
Over the years, this process has 
undergone gradual change. Indeed, 
the substantial increase in govern­
mental programs and grants over the 
years has been the impetus of most of 
these changes. For example, federal 
assistance to state and local govern­
ments increased from about $3 billion 
in 1955 to $90 billion for fiscal year 
1980. The nation has seen myriad 
shifts in federal fiscal policy, including 
FDR’s New Deal, the concept of 
revenue sharing, Lyndon Johnson’s 
Great Society and, of course, “Rea­
ganomics.” Currently, the catalogue of 
federal assistance lists over 1,100 dif­
ferent programs which are adminis­
tered by more than 50 agencies.1
Separate Grant Auditing
Inherent in most federal assistance 
programs were audit requirements 
which became a rallying call for many 
CPA firms and practitioners. For years 
CPAs were engaged to perform a mul­
titude of specific grant audits that 
followed the respective granting agen­
cy’s audit guide and entailed primar­
ily financial and compliance aspects.
As the amount of federal assistance 
proliferated over the years, the com­
plexity and sheer magnitude of audit 
guides also grew at an overwhelming 
rate. A local government which pre­
viously had one federal grant to audit 
was being subjected to many different 
audits. Because of different year-ends, 
different compliance features, and dif­
ferent auditors these events often 
occurred simultaneously. As many 
governmental agencies will affirm, the 
audit function became an arduous, 
time-consuming and very expensive 
task.
These gradual increases also had 
ramifications for the auditors. On one 
hand, an area of service was growing, 
seemingly without limits, to the extent 
that entire firms engaged solely in 
grant auditing. This growth was espe­
cially encouraging to many small and 
minority firms that could do the work 
expediently, yet with a respectable 
profit margin due to their volume of 
business. For example, CETA grant 
audits with their proliferation of tedious 
compliance requirements became the 
expertise of many firms, while remain­
ing the bane of many others due to 
their complexity. It came to the point 
where a firm needed to do many sepa­
rate grant audits to justify the ex­
pensive time required merely to 
understand the grantor’s audit guide.
On the other hand, the audit guides 
were becoming so numerous and bur­
densome that even the audit firms 
specializing in governmental work 
were becoming confused, not to men­
tion the confusion suffered by the 
grantees. By 1979, this gradual growth 
and adaptation had reached nearly un­
manageable proportions. The U.S. 
General Accounting Office made a 
very important report to Congress on 
June 15, 1979. The very title of the 
report suggests that the situation was 
out of control: Grant Auditing: A Maze 
of Inconsistency, Gaps and Duplication 
that Needs Overhauling. In the same 
year, the Joint Financial Management 
Improvement Program (JFMIP) issued 
its report on a study of federal grant 
auditing. This report left no doubt that 
a change was mandatory. It stated that 
congressional intent was not being 
met, tax dollars were being wasted, 
and audits were not serving their 
designated purpose
Simply stated, it was time for a sub­
stantive change in government audit 
procedures that could match the mag­
nitude of the problem that had 
developed.
Attachment P Transition
On October 22, 1979, the Office of 
Management and Budget (OMB) bold­
ly challenged the dinosaur at hand by 
issuing to all heads of executive 
departments a revised policy directive: 
Circular A-102 Uniform Administrative 
Requirements for Grants-in-Aid to State 
and Local Governments. This revised 
circular also included a new Attach­
ment P, named Audit Requirements, 
which has served to change the entire 
direction of grant auditing. Although it 
was only six pages long, Attachment 
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P caused the mountain of previously 
issued grant audit guides to become 
obsolete.
Attachment P was the federal gov­
ernment’s first recognition of the ad­
vantages of what has come to be 
known as the “single audit concept.’’ 
This commendable display of efficien­
cy requires audits of federally assisted 
programs of a reporting entity to be 
made on an organization-wide basis 
rather than on a grant-by-grant basis. 
It also established the concept of a 
“cognizant agency,” whereby one 
federal agency is appointed by the 
OMB to serve a respective govern­
mental entity as a clearinghouse for all 
the other grantors to that entity. Under 
this concept, City X no longer has to 
contract for several audits each year, 
e.g., an April 30 HUD CDBG audit, a 
June 30 CETA audit and a September 
30 EPA audit, in addition to its Decem­
ber 31 general purpose financial state­
ment audit. Rather, all of these audits 
are to be accomplished at once, at 
least biennially, through the use of a 
single audit guide and coordinated by 
City X’s OMB appointed cognizant 
agency. Grant compliance is to be per­
formed though a random selection of 
transactions from the total universe of 
all grant transactions, applying only a 
few but extremely important com­
pliance criteria.
Since October 22, 1979, the ac­
counting profession has been adjust­
ing to this sudden change. Although 
few people argue with the necessity of 
the change, there have been a number 
of obstacles to overcome before full 
implementation is achieved. At this 
time, nearly four years after the devel­
opment of Circular A-102, compara­
tively few single audits have been 
performed and many entities receiving 
federal grants-in-aid are still using the 
old grant-by-grant auditing techniques 
even though doing so is a violation of 
the law.
This transition period had to be ex­
pected. The single audit concept rep­
resents a distinct and extreme move 
toward efficiency away from years of 
a thoroughly ingrained inefficient prac­
tice. Personnel functioning in the 
federal government had to learn to ac­
cept these single audits. Many major 
departments had to accept cognizant 
agency roles and such acceptance 
was no easy process. Many of the 
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departments, such as the Department 
of Labor (DOL) had become accus­
tomed to the extremely detailed com­
pliance procedures required by the 
CETA guide, and acceptance of the 
single audit guide required a realign­
ment of expectations.
To complicate the adjustments re­
quired on the part of federal govern­
ment employees, Attachment P also 
affected a huge number of state and 
local governments and quasi-govern­
mental organizations. Virtually every 
federal grant-in-aid “recipient organi­
zation” had to comply. Attachment P 
defines a recipient organization as “a 
state department, a local government, 
an Indian tribal government, or a sub­
division of such entities, that receives 
Federal assistance.”2 Since few en­
tities, as defined above, do not receive
Attachment P has changed the 
entire direction of grant auditing.
some form of federal assistance, the 
six pages of Attachment P had an 
overwhelming impact across the 
country.
The OMB appeared to be so anxious 
to get this sweeping change initiated 
that it was passed into law without first 
issuing some of the required imple­
mentation tools. Item 5 of Attachment 
P indicates that single audits are to be 
made in accordance with the compli­
ance supplement which was not issued 
until almost a full year later in August 
1980. Subsequent to issuance, it was 
revised and the draft revision dated 
July 1982 has been finalized, but is not 
yet sufficiently available for general 
usage.
Cognizant agency assignments and 
guidelines were also delayed. The 
country’s 300 largest local govern­
ments were not given their cognizant 
agency assignments as required under 
Cognizant Audit Agency Guidelines 
under OMB Circular A-102, Attachment 
P until March, 1982. In fact, as recent­
ly as September 1982, the OMB issued 
Circular A-50 Revised, Audit Follow- 
Up, as an additional aid to the recent­
ly named cognizant agencies.
Meanwhile, in this period of transi­
tion, auditors were not reacting pas­
sively. Recognizing the importance of 
the project and its success, auditors 
were engaged in several pilot single 
audits throughout the country in an 
attempt to work out the details of 
implementation. Among the topics ad­
dressed were the definitions of the 
grant universe, compliance testing 
selection procedures, the scope of the 
audit and the types and format of audit 
reports to be issued.
Rather surprisingly, during the 
period of implementation and adjust­
ment, there appears to have been little 
said about noncompliance penalties. 
Perhaps this is largely due to the fact 
that Federal departments such as the 
DOL, HUD, EPA and Education ulti­
mately receive all their funding through 
the OMB and the adage “money talks” 
would seem to apply. Question 28 in 
the OMB’s Questions and Answers on 
the Single Audit Provisions of OMB Cir­
cular A-102 “Uniform Requirements for 
Grants to State and Local Govern­
ments’’ addresses this issue and indi­
cates, in part, that if noncompliance 
with Circular A-102 exists, repayment 
of federal funds:
is an option open to Federal agencies 
and is usually used only as a last 
resort. However, there are other 
remedies that federal agencies may 
impose depending on the circum­
stances. These might include a re­
duced indirect cost rate for future 
grants or withholding funds until the 
audit is completed.3
As discussed previously many CPA 
firms and practitioners made a living 
almost exclusively through separate 
grant auditing. These firms, including 
many minority firms, were built over a 
long period of time and grew concomi­
tant with the gradual increase of 
federal grants-in-aid. Suddenly, with 
the advent of Attachment P, it would 
seem that these firms were immediate­
ly obsolete with those units needing 
single audits possessing a penchant 
for larger firms. This particular 
ramification of the sudden change was 
also addressed within Paragraph 16(a) 
of Attachment P which:
states that grantees shall assure that 
small audit firms and audit firms 
owned and controlled by socially and 
economically disadvantaged individ­
uals as defined in P.L. 95-507 are 
used to the fullest extent practicable 
(OMB, October, 1979).
This provision effectively provides an 
alternative so the fears of entire firms 
being placed out of business overnight 
appeared to have been allayed. An­
other relevant observation which has 
not been considered formally is the 
fact that it has taken and will yet take 
a long time before all grantees are in 
full compliance. Therefore, these sepa­
rate grant audits are still being per­
formed by many firms and it will 
undoubtedly be several more years 
before they are displaced by single 
audits.
Current Implementation
This brief history of grant auditing 
brings us to the present time which is 
nearly four years after the rapid audit 
change mandated by “Attachment P.” 
Auditors are now on the threshold of 
implementation throughout the country 
and single audits are no longer just a 
good idea, but are actually being done. 
Many of the initial “bugs” have been 
worked out and the necessary educa­
tion of grantors, grantees and auditors 
has been, to a large degree, accom­
plished. In short, the concept is work­
ing and, once in place, many state and 
local governments have been pleased 
with the results.
It may be surprising to many practi­
tioners to discover just how similar 
single audits are to commercial audits. 
In many respects this is refreshing, in 
that, for so many years grant auditing 
became a singular and unique cate­
gory unto itself — bearing little similar­
ity to “the real world.’’ The accountant 
is no longer required to pour over the 
proliferation of audit guides, regula­
tions and amendments required for 
separate audits. These manuals were 
often contradictory, confusing and, at 
times, even humorous as anyone who 
has performed separate grant audits 
can attest. The HUD’s lead-based 
paint compliance requirement is an 
example of humor and confusion.
When embarking upon a single audit 
there is no replacement for advance 
preparation. The first standard of field­
work states in part that the “work is to 
be adequately planned,’’4 and this is 
especially critical whenever a new area 
is broached. To attempt a single audit 
without a thorough study of the appro­
priate literature will quickly lead to 
trouble.
Once the auditor has become famil­
iar with the publications, subsequent 
actions depend, to a large extent, on 
the individual situation at hand. The
Separate grant audits are 
being replaced by single 
audits.
engagement letter should be explicit 
regarding Attachment P procedures to 
be performed in conjunction with the 
examination of the general purpose 
financial statements (GPFS). Attach­
ment P does not require the prepara­
tion of GPFS (see Question 17 in 
OMB’s Questions and Answers, 
December, 1981), but this is the most 
desirable and efficient situation.
Unfortunately, it seems that no mat­
ter how diligently advance reading is 
performed, the individual situation will 
generate an anomaly not anticipated. 
This should not prove insurmountable 
for an experienced auditor, in that all 
pronouncements require professional 
judgment to implement. Accountants 
should remember that for the first time 
in history, Attachment P has made 
grant auditing very similar to other 
audit engagements. Just like the com­
mercial world, all state and local 
governments are unique with their own 
peculiar accounting systems, issues 
and personnel. A compliance testing 
plan suited for a county may not be 
appropriate for a city, and the auditor 
must be flexible.
Also entailed in the planning stages 
are meetings, and no single audit is 
complete without them. Initially, meet­
ings should be held by the auditors in­
ternally to ensure that all personnel 
assigned to the engagement have a 
thorough understanding of Attachment 
P and the related literature. Next, 
preliminary meetings should be held 
with the grantee entity (client) to gain 
an early understanding of the grant 
universe and the status of cognizant 
agency assignment. Key personnel 
within the client’s management should 
also be encouraged to review the pro­
fessional literature to establish better 
lines of communication. This will make 
the client aware of the work to be done 
and the special client assistance the 
auditor will require.
If the client has not yet been as­
signed a cognizant agency, it is to the 
auditor’s benefit to assist the client in 
obtaining one before significant pro­
gress is made in the audit process. 
The OMB’s Local Government Audit 
Assignments (March 1982) indicates 
that:
cities, counties and towns not among 
the 300 largest local governments 
are assigned to the department or 
agency that is responsible for nego­
tiating their indirect cost rates under 
Circular A-87.... Smaller cities, coun­
ties and towns that are not among 
either the 300 largest nor among 
those assigned under Circular A-87, 
are assigned to the Federal Agency 
that provides them the greatest 
amount of grant funds.6
Once this assignment has been 
agreed upon by the client and the 
auditor, it should, of course, be com­
municated and agreed upon in writing 
by the affected federal agency and the 
OMB. There should be no resistance 
on the part of either the federal agency 
or the OMB, in light of the latter’s de­
sire to accomplish total implementation.
Before the first meeting with the 
cognizant agency, the auditor should 
complete the identification of the grant 
universe and develop a preliminary 
audit approach, audit plan, testing plan 
and working paper format. This ad­
vance preparation will expedite the 
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actual performance and will prove in­
valuable when meeting initially with the 
cognizant agency. Because of the 
chaotic nature of grants-in-aid before 
Attachment P, the actual identification 
of all grants-in-aid may be difficult. The 
cognizant agency will probably have 
no knowledge of the total universe and 
even the client may not be sure that all 
grants have been identified. The fed­
eral government is currently develop­
ing and testing a central collection 
system of selected uniform information 
on federal financial assistance trans­
actions known as the Federal Assis­
tance Awards Data System (FAADS), 
but, until totally completed and opera­
tive, only the client with the auditor’s 
assistance can define this universe 
(OMB, December, 1981).
The first meeting with the cognizant 
agency should result in approval of all 
the items indicated above. Although 
not mandatory, this approval is cer­
tainly prudent to avoid any misunder­
standings after the audit is concluded. 
This approval should preferably be in 
writing to insure that all parties in­
volved understand the audit approach, 
timing, scope and other pertinent 
issues. When dealing with the cogni­
zant agency one should use a 
“reasonable man” approach. In its 
cognizant role, the agency must justify 
the audit and related issues to the 
other funding agencies, making the 
development of a good working rela­
tionship expeditious.
During the preliminary stages 
previously discussed, the auditor is 
also engaged in an identification of the 
major systems of internal control, the 
amount of audit reliance to be placed 
on each and the nature, extent and 
timing of compliance testing. These 
procedures are parallel to any com­
mercial audit and differ only to the ex­
tent that state and local governments 
in general are more regulated than 
their commercial counterparts.
The auditor is responsible for deter­
mining whether the organization, 
program, function or activity under 
audit has complied with laws and 
regulations which may have a mater­
ial effect on the grantee’s financial 
position (OMB, February, 1980).
The exact meaning of what is material 
has been debated since the issuance 
of Attachment P and has yet to be 
resolved. Auditors have had a long­
standing opinion of its definition and 
grantors have had another viewpoint, 
which has been generally more restric­
tive. A letter dated December 1, 1982 
from Associate Director of Manage­
ment, Office of Management and 
Budget, to the Director of the Federal 
Government Division of the AICPA, of­
fers some insight into the OMB’s per­
spective of materiality, which is more 
restrictive than in the commercial 
arena. This should be clarified upon 
final issuance of the Audit Guide.
It is pointless to generalize on 
specific techniques for evaluation of 
systems of internal control and the 
related compliance since systems dif­
fer from one entity to another. This is 
one area for which there exists no 
substitute for professional judgement.
The entity must consider the 
cost/benefit relationship of the 
single audit.
There exists no requirement for one 
testing technique versus another, but 
the “red book” does recognize the 
value of statistical methods if it makes 
sense in the circumstances. During the 
testing of compliance, the auditor will 
make reference to the Compliance 
Supplement which has incorporated 
specific requirements of 60 programs 
and provides over 90 per cent of the 
total federal aid to state and local 
governments. If the auditor has identi­
fied a material grant that is not includ­
ed in the Compliance Supplement, they 
should identify and utilize the equiva­
lent significant compliance require­
ments from the respective award 
agreement or the individual agency’s 
regulations. The cognizant agency 
should be notified immediately of the 
intended procedures.
It should be kept in mind that the 
single audit currently encompasses 
only federal grants-in-aid. An individual 
local government may have material 
state grants which should be con­
sidered in terms of audit compliance 
tests. Many states are accepting the 
single audit concept, but the auditor 
and client should be aware that unless 
they are federal pass throughs, states 
are not required to accept the single 
audit. This is an aspect that should be 
decided early in the engagement and 
an appropriate disposition made, 
dependent on the jurisdiction involved.
Reporting
Assuming the audit progresses as 
planned, the next major delineation 
between Attachment P audits and 
commercial audits is the area of report­
ing. Chapter 5 of the Industry Audit 
Guide Audits of State and Local 
Governments and Indian Tribal Govern­
ments Conducted under the Audit Re­
quirements of OMB Circular A-102, At­
tachment P (Working Draft August 
1982) clearly describes the required 
three separate but interrelated reports 
as follows:
1. A report on the financial state­
ments of the recipient of federal 
awards, including the supplementary 
schedule of grant awards;
2. A report on the internal accounting 
controls of the recipient organization; 
and
3. Comments on compliance of the 
recipient organization with the terms 
and conditions of federal awards and 
regulations.
These reports may be bound together 
and issued as a blanket report for the 
organization or they may be issued 
separately.5
In contrast to the separate grant 
audit reports, which only went to the 
individual grantors, it should be kept 
in mind by the auditor that the single 
audit report will be disseminated to 
others by the cognizant agency and 
read by several different agencies. 
Therefore, care should be exercised to 
provide for maximum clarity, par­
ticularly in the second and third reports 
previously mentioned, so that all 
readers can comprehend their intend­
ed meaning.
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Chapter 5 of the Industry Audit 
Guide provides specific guidance 
regarding the types and nature of 
reports to be issued. It should be 
noted, however, that the schedule of 
grant awards or schedule of grant ac­
tivity is an addition to the statements 
and schedules normally found in an 
entity’s GPFS. This schedule should 
be a natural result from the other grant 
award compliance testing and sub­
stantive procedures performed during 
the audit and, if properly executed, 
should not require elaborate additional 
procedures. The actual format of this 
schedule can and does vary on a situa­
tional basis and should already have 
been agreed upon by the entity’s cog­
nizant agency during the planning 
stages of the audit.
Cost of the Single Audit
A major aspect of the single audit in 
the minds of the governmental officials 
is the cost. Once again, it is difficult to 
estimate a uniform audit cost due to 
varying circumstances. A single audit, 
however, can generally be expected to 
cost more than an audit of the GPFS. 
This incremental cost may be pro­
jected to be as much as 20 per cent 
to 25 per cent, particularly in the year 
of implementation. Of course, many 
factors can precipitate this increase, 
such as the treatment of stub periods, 
the cooperation between the client and 
the cognizant agency, the adequacy of 
the accounting records, the quality of 
internal controls and grant documen­
tation plus the number of grants ad­
ministered by the unit.
From a cost viewpoint the single 
audit, once in place, will replace the 
various separate audits. Thus, total 
auditing fees for the year may not in­
crease by as great a percentage when 
compared only to the examination of 
the GPFS, and it is possible they may 
even decrease in some cases. The en­
tity must also consider the cost/benefit 
relationship, whereby under the single 
audit, the organization as a whole is 
receiving a better and certainly more 
uniform quality of service for each 
dollar expended — which ultimately is 
to the benefit of all parties involved, in­
clusive of the taxpayers.
Conclusion
Grant auditing has experienced 
many changes over the years. Some 
changes have been quite slow while 
others, like Attachment P, have been 
very revolutionary. Some changes may 
be labeled bureaucratic red tape while 
others, like Attachment P, are signifi­
cant improvements. With the advent of 
Attachment P and its resultant efficient 
operating style, it appears that this 
aspect of the federal government is 
headed toward a desirable destination. 
It is in the best interest of all concerned 
— the government, the auditors and 
the taxpayers — that the course of 
change remain headed in this direction 
and the accountant must strive to see 
that the implementation and smooth 
operation of the single audit concept 
is successful. Ω
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Which "customized” 
techniques tailor strong 
appeals to different 
individuals
—Why successful retention 
programs start long 
before the hiring process
Why employment 
contracts are now more 
advantageous to 
employers
What to do when one of 
your best employees 
quits
How to use incentives, 
other than money to 
encourage loyalty
How to reduce long- 
range payroll costs by 
spending a little more at 
the right time.
Why one of the most 
obvious and economical 
methods of keeping good 
employees is often 
overlooked
Too much turnover can be costly and dis­
ruptive.
Too little turnover and your best people 
can get frustrated by slow advancement.
This valuable booklet will help you hold on 
to your best employees. It’s written by Robert 
Half the author of How to Hire Smart; The 
Robert Half Way to Get Hired in Today’s Job 
Market (Rawson-Wade/Bantam); and the soon 
to be released, Robert Half's Success Guide for 
Accountants (McGraw-Hill).
Robert Half founded the organization that 
bears his name —35 years ago. Today, it’s the 
world’s largest specialized placement service for 
competent financial, accounting and data proc­
essing professionals —with 80 independently 
owned and operated offices throughout the 
United States, Canada and Great Britain.
This booklet could help protect your most. 
valuable resource. Get your free copy by con­
tacting any Robert Half office—or mail the cou­
pon below.
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